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Acq. and Non-acqa. 


Tax Court Jurisdiction 
Sir: 


For some unexplained reason it has been 
generally assumed that if the Commissioner 
of Internal Revenues issues a statutory no- 
tice of deficiency, the Tax Court does not 
have jurisdiction to redetermine that defi- 
ciency if, after the sending of that notice by 
the Commissioner but before the filing of a 
petition with the Tax Court, the taxpayer 
should pay the entire amount proposed by 
the Commissioner as a deficiency. The latest 
manifestation of that misunderstanding ap- 
pears on page 831 of your September issue, 
where Sidney B. Gambill makes the state- 
ment that the “right of appeal to the Tax 
Court is forfeited if the tax is paid before 
taking the case to the Tax Court.” 


Although not of startling importance, it 
is high time it be understood that the Tax 
Court does have jurisdiction, even though 
the taxpayer pays the amount of the pro- 
posed deficiency after the sending of the 
statutory notice but before the filing of the 
petition. 


Whatever may have been the law prior 
to the enactment of the Revenue Act of 1926, 
Section 272 (d) of the Internal Revenue 
Code expressly provides that the taxpayer 
may at any time waive the statutory re- 
strictions on assessment and collection; that 
waiver may be made after the statutory 
notice of deficiency is mailed or after peti- 
tion has been filed with the Tax Court. In 
either instance the payment of the deficiency 
as proposed by the Commissioner would not 
affect the taxpayer’s right to have the Tax 
Court redetermine the deficiency. 

The Tax Court does not have jurisdiction 
unless a deficiency is determined and the 
determination of the deficiency is made by 
the sending of the statutory notice. Pay- 
ment thereafter does not destroy the deter- 
mination of the deficiency. 


Leo A. DIAMOND 
NEw York Clty 


Wives as Partners 
Sr: 


In your August, 1948 issue, on page 704, 
in an article on “Husband and Wife Part- 
nerships,” Mr. Curt Gruneberg states: “... 
we must start with the common-law doc- 
trine that a married woman cannot enter 
into a partnership with her husband, a prin- 
ciple which. is still valid in some states— 
e.g., Massachusetts, Michigan, Texas and 
Wisconsin.” For your information, a married 
woman may enter into a partnership with 
her husband in the State of Wisconsin. See 
Section 123.01 of the Wisconsin Statutes. 


In the case of Thomas v. Department of 
Taxation, 250 Wis. 8, 26 N. W. (2d) 310, it 
was held: “A wife may become a partner 
with her husband, but when she does not 
share in the management and control of the 
business, contributes no vital additional 
service, and where the husband proports in 
some way to have given her a partnership 
interest, these circumstances should be taken 
into consideration in determining whether or 
not the partnership is real within the mean- 
ing of the state revenue laws.” 


Louis L. MELDMAN 
MILWAUKEE 


Sr: 

Please refer to your August, 1948 issue, 
containing the article by Dr. Gruneberg on 
“Husband and Wife Partnerships.” 

In subparagraph (b) on page 706, the 
author implies that the wife in a husband- 
wife partnership which has been declared 
null and void has only two or three years 
within which to file a claim for refund. In 
so implying, the author has apparently over- 
looked the provisions of Section 3801 of 
the Internal Revenue Code relating to the 
mitigation of the effect of the statute of 
limitations. The wife, being a “related tax- 
payer” within the meaning of that section, 
should obtain a refund despite the expira- 
tion of the usual period of limitations. 
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An interesting question which has in- 
trigued me in this general connection is 
whether an individual who has been held 
not to be a valid partner for federal income 
tax purposes is nevertheless a “partner” and 
hence a related taxpayer under Section 3801. 
I think the intent of Congress was to include 
such an individual as a related taxpayer. 
However, the safe thing to do where the 
purported partner is not the spouse of an- 
other partner is to file a claim for refund 
within the usual period. 

LEon L. RIcE, Jr. 
WINSTON-SALEM, NorTH CAROLINA 


Sir: 

Mr. Rice is correct in assuming that I 
implied “that the wife in a husband-wife 
partnership which has been declared null 
and void has only two or three years within 
which to file a claim for refund.” This is 
the situation in general. It is true that 
under special circumstances the wife may 
rely on Section 3801 of the Internal Revenue 
Code. In general, however, the correction 
of the wife’s mistake after the statutory 
period of two or three years is not permissi- 


ble unless an inconsistent position is adopted - 


by the Commissioner in a “determination” 
under the income tax laws. Such determina- 
tion may be (a) a closing agreement, (b) 
a decision by a court or (c) a final disposi- 
tion of a refund claim. 


Section 3801 is not often applied in prac- 
tice. In order to apply this provision in 
a husband-wife partnership case, the assess- 
ment of the husband based on the total in- 
come from the partnership should be 
followed up with a petition by the husband 
to the Tax Court even though the husband 
may be convinced of the correctness of the 
Commissioner’s assessment under the Lusthaus 
and Tower cases. In other words, the hus- 
band has to incur all expenses necessary to 
get a court decision although he may be 
conscious of the fact that the decision will 
be unfavorable. 


Although the prerequisite for the applica- 
tion of Section 3801, namely a court deci- 
sion, usually is not available, I certainly 
agree with Mr. Rice on the extension of the 
period of limitation if the prerequisites of 
Section 3801 (a) (1) are fulfilled. 


Curt GRUNEBERG 
Kansas Crry, Missourtr 


Photostat Copies 
Sir: 


In the July, 1948 issue there appeared 
on page 673 a letter from Mr. Cross re- 
garding the use of photostats of supporting 
schedules in order to reduce the amount 
of typing time during the filing period. 

I have checked with the Collector of In- 
ternal Revenue at Springfield, Illinois, who 
states: “You are informed that the require- 
ments are that returns filed with the Col- 
lector shall be original returns. Photostatic 
copies have not yet been approved for such 
filing. The same is true of the schedules 
attached.” 

RAYMOND WEHRMEISTER 
GALESBURG, ILLINOIS 


[Filing requirements for supporting schedules 
possibly may vary in various collection dis- 
tricts, as no strict policy regarding them 
has been announced by the Commissioner. 
Editor.} 


Annuity Consideration 
Sir: 


In the fine article on “Capital Assets Sold 
on the Installment Basis,” by George B. 
Lourie and Arnold R. Cutler, in the August 
issue, it was disappointing to find that in 
their thorough discussion of the sale of 
property in consideration of an annuity, the 
authors did not comment upon the startling 
result reached in the case of Hill’s Estate v. 
Maloney, 58 F. Supp. 164. 


As I interpret that decision, the amount 
treated as the “consideration paid” for the 
annuity included the unrealized capital gain. 
Apparently the court assumed that the tax- 
able three per cent return would also be 
taxable as a realization of capital gain. After 
the assumed consideration for the annuity 
has been recovered, a large portion of each 
payment will be taxed both as ordinary 
income from an annuity and also as the real- 
ization of a capital gain. 


There is some plausibility in this result, 
in that the two taxes would have been in- 
curred if the price of the property had first 
been paid in cash and the cash had then been 
invested in the annuity. But is this the - 


correct result of the transaction as actually 


carried out? See Jones, 2 TC 924, 931. 


ARNOLD R. BAAR 
CHICAGO 


eee 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


The next meeting date of the Federal Tax 
Forum, Inc., now in its tenth year, is Octo- 
ber 14, at which time Mr. Kart Riemer, of 
Alvord and Alvord, will discuss the subject 
“Corporate Reorganization.” As usual, the 
meeting will be held at the Hotel Shera- 
ton, Lexington Avenue and Thirty-eighth 
Street, New York City. Accommodations 
are available for a limited number of vis- 
itors. Two weeks later, on October 28, an- 
other meeting will be held, the program for 
which has not been announced. 


The New York Chapter of the National 
Association of Cost Accountants will have 
as its speaker on October 21, 1948, Mr. 
Howe P. Cochran, Tax Attorney of New 
York and Washington, D. C. His topic will 
be “Federal Tax Procedure.” On Novem- 
ber 18, 1948, Mr. Joseph T. Higgins, of 
Higgins, Brenner, Higgins, will speak on 
“Tax Fraud.” All NACA members and 
their guests will be admitted free to the 
lectures, which will be held at seven p. m. 
in the National Cash Register Auditorium, 
Rockefeller Center, New York City. Mr. 
J. H. Landman, of Sher, Roeder & Land- 
man, is Chairman of the Tax Discussion 
Forums. Further information may be ob- 
tained from Allison A. Gould, Byrnes & 
Baker, 19 Rector Street, New York City. 


The Federal Taxation Committee of the 
Missouri Bar, in conjunction with its annual 
meeting, is sponsoring a Federal Tax Insti- 
tute at Kansas City on September 30. The 
Institute is open to lawyers, trust officers, 
accountants, insurance men and others inter- 
ested in federal taxes. The lectures will be 
presented at the Little Theater, Municipal 
Auditorium, Thirteenth and Wyandotte streets. 


New Courses for Tax Men 


University of Chicago Institute of Taxa- 
tion: The five-day Institute will be held in 
afternoon sessions on October 14, 21 and 28 


and on November 4 and 10, at 20 North 
Wacker Drive, Chicago. The fee is $30 for 
the fifteen lectures. 


University of Southern California: The 
School of Law of the University of Southern 
California will present an Institute on Fed- 
eral and State Taxation at the law school 
auditorium on October 20, 21 and 22. Ses- 
sions will be held in the morning, afternoon 
and evening. The Institute program will 
consist of twenty lectures and two panel 
discussions. Each lecture will be forty-five 
minutes in duration, with fifteen-minute in- 
termissions. 


Tuition for the Institute is $35, which will 
entitle a registrant to attend the three day 
sessions and two evening panel discussions. 
The registration fee is $10, and will be ap- 
plied to the tuition fee. Since facilities are 
limited, the Planning Committee has ad- 
vised early registration by those wishing 
to ensure their enrollment. Checks should be 
made payable to the University of Southern 
California Law School and mailed to the 
Tax Institute, 3660 University Avenue, Los 
Angeles 7, California. 


Prominent speakers from outside the Los 
Angeles area include the Secretary of the 
Treasury; William A. Sutherland, Chairman 
of the Section on Taxation of the American 
Bar Association; and Professor Stanley S. 
Surrey, formerly Tax Legislative Counsel 
for the Treasury Department. From the 
Los Angeles area the following speakers, 
well known for their special abilities in the 
tax field, will address the Institute: Alva C. 
Baird, E. H. Conley, John W. Ervin, Rich- 
ard H. Forster, Arthur C. Groman, Frank 
Keesling, Sydney Krystal, William Kumler, 
Dana Latham, Arthur Manella, Walter L. 
Nossaman, Maynard Toll and David Tan- 
nenbaum. 


New York—The New School, School of 
Politics, Seventh Annual Symposium begins 
on Tuesday, September 28, at eight-thirty 
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p. m., and continues on each Tuesday night 
until December 7. The fee is $25, for the 
ten lectures. The lecturers are Maurice 
Austin, Vincent H. Maloney, John F. 
Dooling, Jr.. Thomas N. Tarleau, Alex M. 
Hamburg (chairman of the Symposium), 
Louis Eisenstein, Robert S. Holzman (“Tax 
Classics”), Jacob S. Seidman, Milton Yound 
and Leo A. Diamond. 


The New York University Seventh An- 
nual Institute on Federal Taxation (not the 
same as the above series) will be held from 
November 9 to November 18, 1948. 


The morning session begins at nine-thirty 
and ends at twelve-thirty. During this 
session the larger topics of the Institute will 
receive thorough treatment, with opportunity 
for discussion. The afternoon session, last- 
ing from two-thirty to five-thirty, will present 
several short treatments of topics relative to or 
deriving from those covered in the morning. 
Each day will be complete in itself. Ap- 
proximately fifteen speakers will appear on 
the program each day. An _ important 
change is the discussion period at the end of 
both the morning and the afternoon ses- 


sions, attended by all the speakers at that | 


session. These periods will ensure time 
for review of the questions that registrants 
may wish to direct to particular speakers. 
The program for the seventh session is in 
some respects very different from that of 
previous years. As a consequence of a 
survey addressed to practitioners in various 
parts of the country, the Institute this year 
will have fewer full-length lectures and 
many more short presentations of special 
topics. The program for November, 1948, 
will also be a new type of working guide 
for accountants and attorneys who are in 
attendance. The lecturers will seek to fur- 
nish practical advice and exact directions 
for procedure, as well as the results of 
research. The objective will be to present 
to an expert audience the best tax intelli- 
gence and experience that can be assembled 
and to give to this audience the greatest 
possible amount of information for them- 
selves and their clients. The lectures de- 
livered in the Institute will be printed by 
Matthew Bender and Company, Albany, 
New York, publishers of the Proceedings 
of the Third, Fourth, Fifth and Sixth 
Institute sessions. The volume is made 
available at a substantial reduction to 
registered members of the Institute. In 
agreement with the publisher, the special 
price for the Proceedings of the Seventh 
Institute will be extended only to those 
registered in this session of the Institute. 


Tax-Wise 


The tuition fee admitting registrants to 
all daytime sessions is $75. The dinner fee 
(optional), covering attendance at three 
dinner-discussion sessions, is $15. Although 
the Institute is planned primarily for full- 
time members, provision will be made for 
attendance on single days if space condi- 
tions permit. The fee for such attendance 
is $15 per day. None of the fees listed 
above should be forwarded at this time. 
Advance-registration payments of $10 will 
secure a place in the Institute, and will be 
applied toward the tuition fee, the balance 
being payable before October 1. 


Where—My Shingle to Hang? 


Every law school senior or young attorney 
has at one time been forced to consider the 
question: Where shall I locate my practice? 
The Junior Bar Section of the State Bar 
of Michigan has attempted, with cooperation 
from the University of Michigan School of 
Law, to assist him in finding the answers. 


These organizations recently surveyed the 
legal profession in the State of Michigan. 
The survey is divided into two parts. In 
one, a selected attorney gives his opinion 
of the law business in his county; in the 
other, certain statistics set forth the popula- 
tion of the counties, their family buying 
power, the number of business units, etc., 
to help the young attorney looking for a 
place to hang his shingle determine the 
answer for himself. The “briefs” are prac- 
tical appraisals of the possibility of success 
in the county. The statistical information 
also shows what earnings an attorney can 
look forward to, after ten years’ practice 
in a given community with certain economic 
factors present. 


These figures show ‘a relationship be- 
tween the average earnings after ten years’ 
practice and the average per family buying 
power. In Wayne County, for instance, the 
population is about two and one-half million, 
the effective buying power of the family is 
$4,597, and the average annual income of 
the attorney after ten years’ practice is 
$10,000. Taking this as something to shoot 
at, let’s look at the figures for a county of 
smaller population but with nearly the same 
average buying power. In a county where 
the population is 27,000 and the effective 
buying power $4,226, the average annual 
earnings given are between $5,000 and 
$12,000. In another county, with a popula- 
tion of 150,000 and about the same buying 
power, the attorney averages $10,000. In 
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a county with a population of 7,900 and ap- 
proximately the same family buying power, 
after ten years the attorneys average only 
$5,000. “ 

A factor which affects the earnings of the 
attorney is the number of business units in 
the county. In Wayne County there are 
38,759 business units and only 3,676 farms. 
In one of the counties of small populations 
cited for its $10,000 income, farms and busi- 
ness units total nearly 2,493 and 2,966 re- 
spectively. (One young wag around the 
office, who hasn’t been able to answer the 
question satisfactorily for himself, says the 
figures prove to him that Wayne County is 
a better place to become a farmer.) 

There are, of course, other things to con- 
sider, such as the number of attorneys now 
practicing in the county and their ages. 
But perhaps it is not too presumptive to say 
that the young attorney may locate in a 
small community, if he chooses, just so long 
as there is a certain balance between busi- 
ness units and farm wunits—or rather just 
so long as the imbalance is not in favor of 
the farm. It is business that provides oppor- 
tunities for the attorneys. Big cities have 
their good points, but the competition is 
keener and the living perhaps not so pleas- 
ant as in smaller communities. 


Perhaps not much can be taken from the 
highlights of the figures as we have given 
them; but the fact that the Michigan Junior 
Bar is interested in helping the young at- 
torney get located and established is some- 
thing that deserves a word of praise because 
there is no relation between the number of 
people and friends who attend the gradu- 
ation from law school and the number of 
clients who will be waiting for the office the 
young attorney hopes to open. 


One-Eyed Justice 


In an article on the taxing of gains from 
illegal occupations, in the British publication 
Taxation, the judge said: “It was argued, if 
I may venture to say so in a somewhat 
rhetorical style, ‘Does the state keep its 
revenue eye open and its justice eye closed?’” 

Another judge gives the answer: “The 
burglar and the swindler, who carry on a 
trade or business for profit, are as liable 
to tax as the honest businessman, and, in 
addition, they get their deserts elsewhere.” 


Government Tax Men—Personals 


At Los Angeles, California, Secretary of 
the Treasury Snyder will speak at a dinner 


session of the University of California’s 
Tax Institute on October 22 and at a lun- 
cheon meeting of Town Hall at the Bilt- 
more Hotel on October 25. On October 27 
he will address a meeting of the Common- 
wealth Club of California in San Francisco. 


On September 1, Daniel A. Bolich of 
New York was sworn in as Assistant Com- 
missioner of Internal Revenue. In the Rev- 
enue Service since 1922, Mr. Bolich was in 
charge of the Bureau’s intelligence activ- 
ities for the State of New York and northern 
New Jersey for the past two and a half 
years. 


Eldon P. King, Special Deputy Commis- 
sioner, on October 5 will speak before the 
annual meeting of the International Fiscal 
Association, Rome, Italy. His subject is 
“Modification of United States Tax Law by 
Tax Treaties.” 


Andrew M. Kamarck, Office of Interna- 
tional Finance, has left for Rome, Italy, 
where he will be the Treasury representa- 
tive, and also financial adviser to the ECA 
mission. 


Withholding Violations 


A case in San Francisco is believed to be 
the first in which a jail term and a fine were 
meted out to the defendant for violation of 
the withholding tax provisions of the Code. 
The employer, a partnership, withheld the 
tax from the salaries and wages of its em- 
ployees but also withheld the tax from the 
government. One of the partners eliminated 
himself from the action by filing bank- 
ruptcy, but the other partner was sentenced. 
Local San Francisco revenue men state that 
withholding without sending the money at 
the time the returns are made is not un- 
usual, but the policy of the Treasury has 
been to resort to civil actions rather than to 
criminal except in instances of flagrant 
fraud. In some revenue districts the amount 
of delinquent taxes runs into the high millions. 


Who Owns the National Debt? 


Individuals, through their purchases of 
savings bonds, have now become the second 
largest single group of owners of the na- 
tional debt. Commercial banks form the 
largest group, owning twenty-seven per 
cent, or $69 billion. Individuals hold twenty- 
six per cent, or $65 billion. Other owners 
of the national debt are as follows: govern- 
ment trust funds, thirteen per cent; insur- 
ance companies and state governments, 
three per cent. 


——————— 
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Eldon P. King was designated to spe- 
cialize in international tax work just as first 
entries were being made into the field. His 
appointment as Special Deputy Commis- 
sioner of Internal Revenue in 1934, after 
fourteen years’ experience with domestic 
taxation, placed him in the position of 
guardian and guide for most of the phases 
of tax treaty work. Since 1938 he has been 
the United States Treasury representative 
in bilateral tax negotiations. 


In 1934, when he entered a study of the 


British tax system, European nations had 
already begun to approach the United States 
to avoid double taxation. By the beginning 
of the war, discussions of tax treaties had 
been started with Sweden, France, Canada, 
the United Kingdom, Belgium and the 
Netherlands. Presently there are income 
tax treaties in existence with Sweden, Can- 
ada, France and the United Kingdom, and 
estate tax treaties with Canada and the 
United Kingdom. Conventions with South 
Africa and New Zealand await Senate ac- 
tion. An estate tax treaty with France, in- 
cluding income tax amendments to the 
existing treaty, is now before the French 
Government, with other treaties recom- 
mended by the Senate in the hands of the 
Governments of Denmark and the Nether- 
lands. The latter treaties are subject to 
reservations in the matter of United States 
tax on capital gains of nonresident aliens. 

In addition to his general surveillance 
over the tax treaties in motion, Mr. King 
conducts all ad referendum negotiations 
pointing toward agreements with other na- 
tions as a part of joint efforts of the State 
and Treasury departments. At the present 
he is laying groundwork for tax treaties 
with various countries—among others, four 
South American nations, while two other 
tax treaties, with Belgium and Luxembourg, 
are about ready for signature. Good hopes 


Washington Tax Talk 


Mr. King 
and International 


Tax Conventions 


Washington Tax Talk 


are held for negotiations with the Philip- 
pines and Mexico. 

On page 889 is Mr. King’s address before 
the International Bar Association at The 
Hague, Netherlands, which was delivered 
in absentia while he was unavoidably de- 
tained by treaty problems in Washington. 
The next issue of Taxes—The Tax Maga- 
gine will contain Mr. King’s vivid analysis 
of the effects of income tax treaties on 
United States tax law, delivered October 5 
at the International Fiscal Association in 
Rome, Italy. 


The author’s explanation of the rapid 
spread of tax conventions, unknown in this 
country twenty years ago, is simply thaf 
they are the only comprehensive solution 
to the unwieldly problem of double taxa- 
tion of international business. Though the 
outcome in total amounts of revenue re- 
ceived in this country as a result of the 
conventions is not readily foreseeable, the 
advantage is distinctly with the United 
States nationally, Mr. King says, for it is 
without question that, as a practical matter, 
foreign income of Americans subjected to 
taxation in other nations far exceeds income 
of foreign persons taxable here. 


For an interesting explanation of the field 
of international tax law, see Taxes—The 
Tax Magazine, December, 1946, page 1124. 


Tax Revenue 


‘The revenue of all governments in the 
United States now totals $52.1 billion, or 
$362 per capita. Taxes provide almost all 
of this revenue—$344 per capita. Individual 
income taxes provide $18.3 billion of this 
sum, or $127 per. capita. Next in amount 
are the gross sales taxes, etc., which are 
seventy-nine dollars per capita. 


State Tax Trends 


Tax men devote so much of their time to 
thinking about federal taxes that the signifi- 


887 





cant trends in state and local taxes 
likely to escape their attention. 

Since 1890 the trend in state and local 
taxes has been steadily upward. In that 
year the state and local taxes amounted to 
$7.95 per person; in 1946 they had increased 
to $79.98 per person; and they are still 


are 


rising. The annual state and local collec-- 


tions have increased twenty times in the 
past fifty-eight years. 


The property tax is no longer the revenue 
producer it once was. The states now col- 
lect over fifty per cent of their revenue 
from excise taxes, the sales tax being the 
leading source of income. Sales taxes are 
up one fourth from last year, and the amount 
received by the states\is three times that 
received in 1940. 


According to the Census Bureau, eco- 
nomic developments—rising prices, higher 
wages and increased business activity—ac- 
counted for only a fraction of the 1947-1948 
increase of seventeen per cent in state tax 
revenue. 

New York and California collected more 
from their citizens than the other states, 
but Washington, Arizona and California 
collected the greatest amount of taxes on 
a per capita basis. However, because of the 
great increase in national income since the 
depression low, state and local taxes equaled 
only 6.3 per cent of the national income of 
1946, as compared with 15.2 per cent in 1932. 

The publication State Government, speak- 
ing of the fiscal and tax policy as discussed 
at the Governor’s Conference, states: “It 
is anachronistic to conceive that only the 
federal government can or will provide the 
services demanded by a modern society... . 
The states are shouldering their responsi- 
bilities in health, education, public welfare, 
and public safety. Intending to accelerate 
_ this tendency they are determined to reduce 
to a minimum popular dependence on Wash- 
ington as a service center of the nation.” 

State government employment attained 
an unprecedented level in April of this year, 
when the forty-eight states had 926,000 peo- 
ple on their payrolls earning $171 million 
per month. The rate of increase for pay- 
rolls is considerably greater than for that 
of employees. While the number of eni- 
ployees increased eight per cent in the year 
preceding April, 1948, payrolls were in- 
creasing twenty-two per cent. 

The largest single segment of the states’ 
expenditures is used for education, with 
hospital and welfare operational expendi- 
tures running next in amount. These figures 
portend a lessening of state taxes; but if 


the states meant what their governors said, 
there could be a lessening of the drain on 
the federal purse for state aid. 

A sharp word of warning as to state debts 
is given by the Tax Foundation in an in- 
vestigation of the debt structures of the 
states. The warning is this: “If the 1947 
trend in state expenditures continues for 
even a few years, the individual states be- 
fore long will be in worse financial condi- 
tion than they ever have been.” 

According to the Tax Foundation, state 
trends toward lowered indebtedness in the 
years 1941-1946 changed abruptly in 1947. 


New Form 


The Commissioner is experimenting with 
a new report form which combines the 
social security report with the report for 
withholding under the income tax laws. The 
experiment is being carried on in the Balti- 
more area. 

For some time, a simplified form com- 
bining these two reports has been urged as 
a measure for easing the burden of preparing 
the respective data for the two departments 
of the government. 


Fight Against TB 

A well-planned, soundly organized, na- 
tionwide campaign against TB is being 
carried on throughout the year. The Na- 
tional Tuberculosis Association inaugurated 
it in 1904. Today, the Association and its 
3,000 affiliated state and local associations, 
in cooperation with the United States Public 
Health Service, state and local health de- 
partments and the medical and nursing pro- 
fessions, are working ceaselessly to induce 
every person fifteen years of age and over 
to have a chest X ray taken regularly. In 
thousands of -communities the tuberculosis 
associations, in cooperation with local health 
authorities, provide mass X-ray services. 
Large groups are X-rayed quickly and at 
low cost. Often the services are free. 

Educating the public is of prime im- 
portance. If people are made aware of TB, 
its cause and prevention, they will more 
readily take action to protect themselves. 
Education on TB is carried on by the tuber- 
culosis associations in many forms—through 
booklets, magazines, newspapers, radio, 
posters, displays, movies and talks. 

As an individual, you can do three things 
to help in the fight against TB: (1) arrange 
to have your chest X-rayed regularly; (2) 
see to it that every adult member of your 
family does the same; (3) buy Christmas 
Seals. 
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REMARKS ON 


Fiscal Cooperation in Tax Treaties 


By ELDON P. KING 


BEFORE THE MEETING OF THE INTER- 
NATIONAL BAR ASSOCIATION AT THE PALACE OF PEACE, THE HAGUE 


Ean first organized studies of double 
taxation and fiscal cooperation were 
instituted in the early 1920’s. Thus, a 
resolution passed by the _ International 
Financial Conference at Brussels in 1920 
suggested that a study of these questions 
be undertaken by the League of Nations. 
The Council of the League accepted this 
suggestion, and designated the Financial 
Committee to undertake such a_ study. 
Meanwhile, the International Economic 
Conference, which had met at Genoa in 
April, 1922, had made a similar recom- 
mendation to the League in connection 
with studies of the flight of capital. The 
International Chamber of Commerce, im- 
inediately upon its foundation in 1920, had 
placed on its agenda the problem of double 
taxation and, although maintaining close 
contact with the League, continued with 
its studies in this field largely on an inde- 
pendent basis. Contemporaneous studies 
in the field of double taxation, particularly 
with reference to succession duties, were 
also being undertaken by the Institute of 
International Law. 


The studies initiated by the League in 
1921 were continued until the final meeting 
of the fiscal Committee of that organiza- 


tion, held in London in 1946. In _ the 
initial stages the work was entrusted to 
four economists, who published a report 
in 1923. With the object of approaching 
the subject from an administrative and 
practical point of view, in 1922 the Finan- 
cial Committee appointed a group of 
officials from the tax administrations of 
seven European countries. After five ses- 
sions, this group submitted a report, dated 
February 7, 1925. This committee was 
thereafter enlarged to include experts from 
five other countries, and at the third meet- 
ing in 1927 the new committee submitted 
a report containing suggested bilateral con- 
ventions. The first of these conventions 
pertained to the elimination of double in- 
come taxes; the second, to the elimination 
of double succession duties; the third, to 
the exchange of tax information; and the 
fourth, to cooperation in matters of collec- 
tion. After circulation of this report to 
various governments, members and non- 
members of the League, twenty-seven repre- 
sentatives were sent to the next meeting, 
held in London in October, 1927. This 
group continued to study the model conven- 
tions and commentaries pertaining thereto, 
and made a report the following-year. 
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Fiscal Committee Studies 


Pursuant to the recommendation of the 
General Meeting of Government Experts 
that a permanent committee be formed, 
the Fiscal Committee was named by the 
Council of the League. This committee 
thereafter held ten meetings and published 
a number of reports, including a report 
covering meetings held in Mexico City in 
1940 and 1943, and two reports covering 
its final meeting in London in 1946. The 
continuing interest and expansion of the 
subject are indicated by the fact that the 
first report of the final London meeting, 
pertaining primarily to revised model con- 
ventions, contains 79 pages, while the other 
report, comparing the drafts drawn at 
Mexico City and London with commen- 
taries thereon, contains 117 pages. 


It is gratifying to observe that the work 
so well begun and continued by the several 
committees of the League of Nations has 
been assumed by the Fiscal Commission of 
the United Nations. In this regard, the 
first questionnaire framed pursuant to reso- 
lution adopted by the Economic and Social 
Council on July 24, 1947, is designed to 
make available to interested countries a 
taxation bibliography, of great utility for 
domestic purposes and in the study and 
negotiation of future tax treaties. 


Development of Principles 


The various studies of record thus devel- 
oped on the subject of fiscal cooperation 
have revolved largely around suggestions 
of national policy, including the many ap- 
praisals of a proper balance and coordina- 
tion of that subject with the substantive 
provisions pertaining to elimination or 
alleviation of double taxation. Unlike dis- 
cussions pertaining to principles of double 
taxation affecting estates and occasionally 
income, discussions pertaining to adminis- 
trative cooperation are but little concerned 
with legal principles. It is much beyond 
the scope of this discussion .to attempt 
any detailed analysis with respect to points 
in the many publications of the League of 
Nations, or to attempt such an analysis 
as would be necessary to an expression of 
opinion on the coordination and balance 
of the administrative provisions in parti- 
cular treaties. Instead, reference will be 
made, objectively, merely to certain of those 
principles which have remained under active 
consideration for a number of years, and 
which would seem to afford assistance in 
passing on the merits of almost any treaty 
containing administrative provisions. 


Early Treaties 


Of outstanding importance in the early 
consideration of international tax principles 
was the matter of appropriate coordination 
of the substantive provisions directed to- 
ward the elimination of double taxation 
and the administrative provisions pertain- 
ing to cooperation in the exchange of tax 
information and in recovery of the tax. 
This consideration seems to have been 
inspired largely by the fact that tax treaties 
directed entirely to administrative cooper- 
ation had long since antedated those per- 
taining to the elimination of double 
taxation. Thus, the earliest treaty listed 
in the League publication as still in force 
is that between France and Belgium bearing 
date of August 12, 1843. This treaty 
specified in much detail the documents and 


“other information which the appropriate 


officials of the two governments could 
exchange in the interest of assisting the 
“regular collection of taxes imposed by 
the laws of the two countries, or which 
refer to estates in which these countries 
are reciprocally interested.” The informa- 
tion to be exchanged included such items 
as copies of acts of registration of deeds 
of sale, gifts, leases and receipts for the 
leasing of immovable property, marriage 
settlements and registered and nonregis- 
tered wills. In 1845, the principles of this 
treaty were adopted in bilateral treaties 
between the Netherlands and Belgium and 
between Luxembourg and Belgium. The 
same League of Nations publication also 
contains a treaty between France and 
Great Britain signed on November 15, 1907. 
That treaty, which also pertained to 
administrative cooperation, directed that 
certain detailed information be exchanged 
in the interest of preventing frauds in 
connection with succession duties. How- 
ever, under date of December 31, 1921, 
Germany and Czechoslovakia had signed 
agreements designed to eliminate double 
taxation as well as to prevent fiscal evasion; 
and by 1925, several other countries had en- 
tered into similar agreements. 


Enforcement-Evasion Conflict 


The earlier publications of the League 
disclose that the economic and commercial 
organizations emphasized the need for co- 
ordination of principles of fiscal evasion 
with those directed at the elimination of 
double taxation, and that the Financial 
Committee of the League had combined 
the two subjects in its terms of reference 


to the first committee appointed in 1921. 
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After referring to the growing conflict of 
tax enforcement and tax evasion, incident 
in a large measure to the greatly increased 
postwar tax burdens, and the consequent 
seriousness of increased double taxation 
through agreements providing only for the 
exchange of information, the committee of 
experts stated: 


“In the international sphere, also, we see 
two opposing tendencies. Taxpayers, 
alarmed by proposals for fiscal control, 
do not understand why, before or during 
the framing of measures which may prove 
embarrassing to them, States do not come 
to some agreement in order suitably to 
define their respective jurisdictions as 
regards taxation, and to avoid double tax- 
ation. On the other hand, if States, in 
concluding agreements to avoid double tax- 
ation, are driven to make sacrifices in the 
matter of the yield from taxation, owing 
to the granting of exemption, or relief, or 
the reduction in the rates of their taxes, 
etc., they may properly endeavor to find 
compensation for what they thus surrender 
in measures against tax evasion. 


“Essentially, however, the connection 


between the two problems is much more: 


a moral than a material one; the idea of 
justice in the distribution of taxes is the 
predominating consideration in all the in- 
vestigations which we have conducted, 
both in regard to double taxation and 
evasion. The international Chamber of 
Commerce, which had, of course, only to 
investigate the first problem and which 
represents a large body of taxpayers 
throughout the world, clearly perceived 
this close dependence, and a delegation 
from that body in April 1924 informed 
us, through its spokesman, M. Clementel, 
that ‘business men, who are a very worthy 
class, will welcome any carefully considered 
and equitable measures which the experts 
may think it desirable to propose for the 
prevention of tax evasion’.” 


Improved Tax Morality 


Reverting somewhat to the economic 


aspect, the same committee stated that 
in addition to protecting honest taxpayers 
against the shift of burden to them through 
evasion of taxes by dishonest taxpayers, 
the recovery of the large amount of reve- 
nue known to be escaping tax was in the 
interest of all states from the point of view 
of balancing their budgets, stabilizing ex- 
changes, improving export trade and gen- 
erally ‘re-establishing normal economic 
relations. The committee also observed 
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that an improved reign of morality in tax 
matters might enable countries not only 
to indemnify themselves for any sacrifices 
necessitated by the abolition of multiple 
taxation but also to reduce their rates and 
redeem their loans. The committee, how- 
ever, further observed.that public opinion 
in a number of countries was not ripe for 
adoption of certain of the proposals. 


This same principle of coordination of 
provisions directed at the elimination of 
double taxation and expanded administra- 
tive assistance continued to appear in 
studies made by the various League com- 
Thus, in its final report follow- 
ing the London conference in 1946, the 
Fiscal Committee of the League stated: 


“According to the initial clauses of 
Article I, the object of the Model Con- 
vention on Reciprocal Administrative 
Assistance is that ‘of assuring, in the inter- 
est of Governments and taxpayers, an ef- 
fective and fair application of the taxes 
to which apply the Convention for the 
Prevention of Double Taxation of Income, 
Property, Estates and Successions’. It is 
indeed the duty of revenue authorities to 
see that each taxpayer should pay the 
taxes for which he has been assessed 
according to the laws of the country under 
the jurisdiction of which he comes. | Fail- 
ure to collect such taxes is indeed sus- 
ceptible of impairing the services which 
the Government should render to the pub- 
lic or bringing about an increase of the 
taxes borne by non-delinquent taxpayers.” 


Banking Secrecy 


The second point given special attention 
by the technical experts in their 1925 report 
concerned “the inviolability of banking 
secrecy.” After recognizing that public 
opinion in many European countries op- 
posed the authorization of public officials 
to obtain information from a third party 
for transmission to another country, the 
experts cited the reservation of the Inter- 
national Economic Conference at its meet- 
ing in Genoa in 1922 that “any proposal 
to interfere with freedom of the market 
for exchange or to violate the secrecy of 
bankers’ relations with their customers is 
to be condemned.” However, after refer- 
ring to the importance of the part played 
by banks in economic life, the experts 
thought that much opportunity existed 
for the exchange of information without 
contravening the relations between bankers 
and their clients in the strictly economic 
and banking sense of the term. Thus, the 
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experts thought, the taxation officials 
would be in possession of information 
which they could exchange without involv- 
ing any estimate of the customer’s financial 
position on the part of the bank, or any 
confidence in the ultimate solvency of the 
. bank which acts as intermediary. In these 
experts’ opinion, although there was no 
reason to suppose that secrecy would be 
violated by the revenue authorities, the 
transmission of information should be -ac- 
companied by every conceivable precaution 
against leakage. 


Simultaneous Agreement 


The third point given special attention 
by the technical experts concerned the 
possibility that only a few states would 
conclude an agreement for the exchange 
of tax information. The experts regarded 
this possibility as the most serious of all 
obstacles to the adoption of a_ suitable 
plan for administrative cooperation. They 
thought that the question of:fiscal evasion 
could be solved in a satisfactory manner 
only if international agreements on _ this 
matter were concluded by most of the 
states, and concluded simultaneously. 
Otherwise, they thought, the rights of the 
minority states signing the agreement might 
be prejudiced through unscrupulous tax- 
payers who would seek a haven for capital 
in other states. Conversely, however, the 
experts recognized that the putting into 
force of such provisions by a number of 
states should make it possible to prevent 
the course of trade and movement of capital 
from being unduly influenced by diversity 
of tax laws. 


The need for simultaneous conclusions 
of agreements for exchange of tax informa- 
tion, especially as affecting transferable 
securities, continued to be emphasized by 
the League committees and their technical 
experts. The subject was made the object 
of a special investigation by the Fiscal Com- 
mittee, beginning in 1936. Upon finding 
that gowernments showed reluctance to 
change their domestic laws to meet re- 
quirements of foreign administrators, and 
that they were unwilling to ask their 
nationals to supply information not needed 
for domestic purposes, it was thought that 
bilateral treaties would best avoid far- 
reaching reforms and enable countries to 
choose provisions which, in their judgment, 
would constitute a satisfactory balance. 
In the course of its investigation, the 
Fiscal Committee had gathered from many 
countries valuable data on their laws and 
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practices in tax administration, which it 
made available to the governments inter- 
ested in the bilateral treaty approach sug- 
gested by the Fiscal Committee. 


After considering administrative meas- 
ures directed to cooperation in assessment 
of the tax, the experts turned their attention 
to cooperation measures designed, in prac- 
tical effect, to enable governments to re- 
cover their tax debts as effectively as they 
or private parties can recover other obliga- 
tions owing to them. Upon taking note 
of some of the means which taxpayers 
might readily employ to defeat payment of 
their tax, the experts concluded that it 
is especially “incontestable that neighbor- 
ing States situated in the same continent 
have a vital interest in taking action against 
wealthy taxpayers who leave their country 
rather than bear their proper share of the 
public charges.” The experts also empha- 
sized that whereas they had placed much 
stress on the desirability of universal 
adoption of measures designed to prevent 
evasion, they did not regard universal 
adoption as essential in the case of co- 
operation to bring about the recovery of 
tax from those who had refused to pay it. 
Altogether, although anticipating that the 
states would prescribe certain safeguards 
in this new field of endeavor, the experts 
continued to emphasize that recognition of 
principles of fair dealing and equity among 
nations called for a maximum of coopera- 
tion of effort in the recovery of taxes, 
and that failure to attain it could lead 
only to extraordinary and perhaps arbitrary 
methods of administration on the part of 
governments. 


Lines of Nationality 


In a number of bilateral tax treaties the 
states have drawn so-called lines of nation- 
ality in varying degrees, both as affecting 
exchange of tax information and in matters 


of collection. This problem involves such 
factors as whether a given treaty should 
be framed, reciprocally, to require country 
A to give information to country B only 
with respect to (1) nationals of country B, 
(2) nationals of country B and of third 
countries or (3) nationals of country B, 
of third countries and of Country A. The 
same principle is involved as affecting co- 
operation in collection. 


In solving this problem, the committee 
of experts seemed to have less difficulty 
than several countries which have been 
confronted with it had. Thus, after citing 
several illustrations, the committee con- 
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cluded: “It goes without saying that the 
conventions which we contemplate may pro- 
vide for the exchange of information with- 
out any distinction of nationality.” The 
same principle was recognized for collection 
purposes. Upon further consideration of 
this point, the enlarged committee of 
government experts, although concluding 
that not nationality, but rather jurisdiction 
over the person or property, should be 
the true criterion in these matters, recog- 
nized that individual states might see fit 
to introduce exceptions to this rule in their 
bilateral treaties. The Fiscal Committee, at 
its last meeting, held in London in 1946, dis- 
posed of the nationality question and several 
other controversial administrative questions 
by suggesting that conventions might be so 
framed as to leave compliance with the 
principles involved on a permissive basis. 


Bilateral Treaties 


Since the commencement of studies of 
double taxation and related problems by 
the League of Nations in 1921, thirty-odd 
bilateral tax treaties containing provisions 
on cooperation have been concluded. In 
this category are the bilateral income tax 
treaties of the United States with Sweden, 
Canada, France and the United Kingdom. 
These treaties, negotiated during the past 
decade in the order mentioned, are here 
cited as reflecting to a substantial degree 
the more recent development of the subject. 


Before summarizing the administrative 
provisions of such treaties, it is well to 
note that they are uniformly comprehen- 
sive in their treatment of double taxation. 
In matters of business transactions involv- 
ing industrial and commercial profits touch- 
ing either country, and with regard to 
investment income in such forms as divi- 
dends, interest, rents, and royalties flowing 
from a source in one country into another, 
every effort was made to eliminate double 
taxation of the citizens, residents and legal 
entities of the respective countries. More- 
over, the same effort was made with regard 
to certain items of earned income in the 
case of nationals of one country who were 
temporarily within the other. Although 
the methods employed toward that end 
have varied among countries with respect 
to a number of the items involved, the 
treaties undoubtedly have succeeded in elimi- 
nating double taxation on a broad scale. 

Accompanying the broad base for the 
elimination of double taxation are broad 
provisions for the exchange of tax infor- 
mation and, to a somewhat lesser extent, 
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for cooperation in tax collection. These 
provisions are summarized briefly below. 


With respect to information in this cate- 
gory—this is, information which the coun- 
tries have at their disposal with respect to 
such recurring items of income as divi- 
dends, interest, rents and royalties—pro- 
vision is made for the regular exchange of 
such information in the ordinary course 
and without request. Such exchange serves 
two purposes: First, where one country 
has eliminated its tax at the source or 
reduced the rate with respect to certain 
items, the other country is informed, for 
purposes of its domestic tax, of the bene- 
fits received by the taxpayer in the first 
country. Second, where the income is re- 
ceived in another country by a nominee 
who is passing it on to a third party not 
entitled to the benefits of the treaty, that 
country will have information enabling it 
to collect and pay over the tax properly 
due to the first country. Since, however, 
the United States collects tax at the source 
only with respect to nonresident aliens 
and foreign corporations not engaged in 
business in the United States, it is able to 


_supply only automatic information to the 


other country with respect to these classes 
of taxpayers. 


Information in Particular Cases 


In all the cited treaties each country 
agrees to supply the other information on 
requesf. The language employed in the 
treaty with the United Kingdom (Article 
XX) is mandatory, while that employed in 
the treaty with Canada (Article X XI) is 
permissive. Neither treaty contains any 
provision with regard to nationality. The 
language employed in the treaty with 
Sweden (Article XVIII) is mandatory with 
respect to citizens, corporations or other 
entities of the requesting state, but optional 
in other cases, while the language employed 
in the treaty with France (Article 22) is 
mandatory in all cases, except that it is 
made permissive with respect to citizens, 
corporations or other entities of the state 
to which application is made. The infor- 
mation so supplied is intended to reach 
those cases which are not covered by the 
automatic information, especially cases in- 
volving allocation of business income, and 
other cases in which the automatic informa- 
tion is not sufficient. Experience has 
shown, however, that the indirect benefits 
of this and other administrative provisions 
are greater than the direct benefits; that 
is, where one country has authority to 
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request information from another country 
with respect to a taxpayer in the latter 
country, such a taxpayer normally will 
supply the information without the neces- 
sity of requesting it. Similarly, the tax- 
payer in one country normally will discuss 
terms of payment.of the tax owing to the 
other if the other country has the right 
to request enforcement of its tax on the 
country in which the taxpayer is situated. 


Collection 


Our treaty with Sweden (Article XVII) 
provides for cooperation in collection; but 
such cooperation on the part of the state 
receiving the request is confined to citizens, 
corporations or other entities of the state 
making the request. Our treaty with 
France (Article 23) is somewhat broader in 
that the nationality restriction on collec- 
tion is effective only with regard to citizens, 
corporations or other entities of the state 
on which request for information is made. 
Our treaty with Canada contains no general 
authorization for collection; but with re- 
spect to items of income which originate 
in the United States tax free or at a re- 
duced rate of tax, Canadian acting record 
owners merely as conduits for the trans- 
mission of payments to nonresidents of 
Canada who are not entitled to the pro- 
visions of the convention, are required, 
through the operation of regulations pre- 
scribed by Canada, to collect and pay over 
to the United States Government the 
difference between the standard United 
States rate and the reduced rate. The 
treaty with the United Kingdom, which 
likewise contains no general authorization 
for collection, is enforced in a similar man- 
ner with respect to such items, except that 
the amounts collected by the United King- 
dom withholding agents are paid over to 
the United Kingdom revenue authorities, 
who, in turn, pay them over to the United 
States Government. 


Miscellaneous Points 


As may be seen from Articles 21 to 24, 
inclusive, of the treaty with France, the 
countries have adhered closely to principles 
of reciprocity as affecting the exchange 
both of automatic information and of infor- 
mation in particular cases. The same result 
was reached by the United States and 
Sweden (Articles XV to XIX, inclusive), 
but with the important exception that 
there are a number of variations in the 
respective items of automatic information 


which the countries agreed to exchange. 
These variations are attributable to the 
differences in requirements and practices 
of the two countries with respect to ob- 
taining information for their domestic pur- 
poses. The treaty with Canada contains 
no express reference to rules of reciprocity 
concerning information in particular cases; 
and, as may be seen from Article XX, there 
are again substantial variations in the items 
designated for automatic exchange. The 
treaty with the United Kingdom (Article 
XX) contains a general grant of authority 
for the exchange of information automati- 
cally or in particular cases, but no refer- 
ence is made to principles of reciprocity. 


Our treaties with France (Article 24) 
and Sweden (Article XIX) contain pro- 
visions whereunder the state receiving a 
request for information in a particular case 
may refuse to furnish it to the other state 
if compliance would involve violation of a 
business, industrial or trade secret. Article 
XX of the treaty with the United Kingdom 
recognizes this principle, but no such pro- 
vision is contained in the treaty with Canada. 


Our treaties with France (paragraph 
VII, protocol) and Sweden (paragraph 11, 
protocol) provide that information trans- 
mitted by one state to the other is subject 
to the rules of secrecy applicable to similar 
information in the receiving state. Article 
XX of our treaty with the United Kingdom 
recognizes this principle, but our conven- 
tion with Canada makes no express refer- 
ence to it. Although rules of secrecy are 
thus recognized in these respects, the trea- 
ties do not contain provisions for the 
recognition of banking secrecy as such. 


Proposed Treaty 


There is now pending between the United 
States and France a proposed treaty, 
signed October 18, 1946, which is devoted 
primarily to estate and succession taxes, 
but which contains certain amendments to 
the substantive and administrative pro- 
visions of the existing income tax treaty 
between the two countries. In the course 
of hearings on this treaty before a sub- 
committee of the Committee on Foreign 
Relations of the United States Senate, 
there were developed several points affect- 
ing certain of the above-discussed princi- 
ples which seem worthy of mention at this 
point. By far the greater part of the 
report of the hearings is devoted to con- 
troversies over the administrative pro- 
visions, controversies which, incidentally, 
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tend to illustrate the continued interest 
in this subject. 


Respecting the exchange of automatic 
information, the positions taken by repre- 
sentatives of private interests were (1) that 
lines of nationality should be recognized, 
and (2) that in any event information 
should not be sent automatically to the 
other country until such country had (a) 
first located the taxpayer and (b) made 
out a prima facie case that such informa- 
tion was in the interest of preventing 
evasion. The substance of the reply by 
the executive branch to this position was 
that since the United States obtains in- 
formation at the source only with respect 
to nonresident aliens and foreign corpo- 
rations not engaged in business in the 
United States, its domestic system auto- 
matically excludes the United States 
citizen, resident and corporation from such 
a plan, and that since adoption of the 
second part of the proposal would, in 
practical effect, substantially negative the 
provisions for automatic exchange, the 
issue seemed to resolve itself into the 
desirability of such a plan. 


Respecting the exchange of information’ 


in particular cases, the position taken by 
representatives of the private interests was 
again to the effect that in addition to 
recognizing lines of nationality, a country 
desiring information in a particular case 
should not be entitled to receive it from 
the other country until the latter country 
had convinced the former that the income 
in question is taxable, and unless prima 
facie evidence is first produced to show 
that the taxpayer concerned is guilty of 
fraud or evasion of taxes. An exception 
was made, however, in the case of indus- 
trial and commercial operations between 
the business enterprise in one country having 
a permanent establishment in the other, 
and in the case of transactions between 
closely related legal entities in the two 
countries. In either case, however, it was 
thought that the information should not 
be transmitted until the taxpayer had been 
granted a_ hearing. 


Reply was again made to the effect that 
the country desiring information from 
which to judge the merits of a point would, 
to say the least, be operating under a 
severe and unusual handicap if it was first 
required to establish its cases before being 
entitled to the evidence. As to the desire 
for hearings, the position was taken that 
any procedure which might be agreed upon 
between the countries would necessarily 


Tax Treaties 


have to recognize such a timing and se- 
quence for hearings as would not defeat 
the purpose for which the information was 
intended. 


Collection Controversy 


Through Article 12 of the draft treaty. 
of October 18, 1946, the United States and 
France had proposed to modify Article 23 
of their existing treaty to abolish all lines 
of nationality in matters involving cooper- 
ation in collection. Private interests not 
only objected to this modification but 
urged that all provisions pertaining to 
collection be deleted from the pending 
treaty and omitted from all future treaties. 


The outcome of this controversy over 
collection was adoption of a proposal to 
revert to the lines of nationality contained 
in the existing treaty between the United 
States and France. A protocol incorpo- 
rating this solution has been submitted to 
the French Government, and is now await- 
ing action by that government. 


Conclusion 


In addition to the four existing income 
tax treaties and the pending treaty with 
France, the United States is also a party 
to existing estate tax treaties with Canada 
and the United Kingdom, and to pending 
income tax treaties with the Netherlands 
and Denmark, which have reached sub- 
stantially the same advanced point of pro- 
cedure as the pending treaty with France. 
All of these treaties are of comprehensive 
scope as affecting principles of double tax- 
ation. In administrative cooperation, the 
estate tax treaties with Canada and the 
United Kingdom follow the pattern of the 
income tax treaties with those countries, 
while the treaties with the Netherlands 
and Denmark are akin to those of the 
United States with France and Sweden. 


Looking, then, at the activities in this 
field of the League of Nations, which ex- 
tend over about two decades, at the broad 
scope of the recent questionnaire circulated 
by the Fiscal Commission of the United 
Nations, at the thirty-odd interwar treaties 
containing administrative provisions and 
at the lengthy report of hearings on a 
recent United States treaty, we cannot 
doubt that administrative cooperation will 
continue to be an active and interesting 
subject among countries contemplating tax 
treaty negotiations. [The End] 


895 





A FORTUITOUS CIRCUMSTANCE brought to our desk the papers presented at an 
annual staff meeting of the Denver, Colorado firm of Cordle, Gaymon and Associates, 
Certified Public Accountants. We are presenting some of the papers which dealt with 
taxes (the whole subject of accounting practice was covered at the two-day meeting) for 
two purposes: (1) to give recognition to a modern management idea and (2) to give our 
readers the benefit of reading about some of the problems this Western firm has found 


of importance in that part of the country. 


The idea of the staff meeting is not new; it is in very general use. 
might be different in that some of the associates came from cities in other states. 


WHAT GOES ON IN A 


But this meeting 
Again, 


C. P. A. FIRM’S 


ACCOUNTING 
METHODS 

for 

Income Tax 
Purposes 


By Alvin C. Wade 


CCOUNTING for income tax purposes 
‘Yis controlled by two fundamental rules: 

(1) Net income is computed for a fixed 
period of twelve months, commonly referred 
to as the taxable year. It can never be for 
a longer period, but in some instances may 
be for a shorter period, as in the case of a 
taxpayer changing from the calendar year to 
a fiscal year. 


(2) The true net income of the taxpayer 
must be reported in his return, and the tax- 
payer is required to maintain such account- 
ing records as will enable him to make a 
proper return. If the method of accounting 
he regularly employs in keeping his books 
of account clearly reflects his income, it is 
to be followed in preparing his return. If 
no such method of accounting is used, or if 
the method used does not clearly reflect in- 
come, the Commissioner has authority to 
make the computation. (Regulations 111, 
Sections 29.41-1, 29-41-3.) 

The latter of these two rules has been 
made the subject of this discussion. 
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There can be no uniform method of ac- 
counting prescribed for all taxpayers. This 
is a recognized fact as far as income tax 
law is concerned, for Section 29.41-3 of 
Regulations 111 states that each taxpayer 
shall adopt such forms and methods of ac- 
counting as are, in his judgment, best suited 
for his individual purpose. However, there 
are two principal methods of accounting: 
(1) the cash receipts and disbursements 
method, which is commonly referred to as 
the “cash basis” method; and (2) the accrual 
basis method, which includes such varia- 
tions as the installment method and the 
long-term contract method. 


Farmers have additional elections as to 
methods of accounting, methods of valuing 
items of property and inventory, methods of 
figuring depreciation, and as to methods of 
accounting for draft, breeding and dairy 
animals. 


While there is no uniform or prescribed 
method of accounting, certain prerequisites 
or requirements must be met. The method 
of accounting used must clearly and prop- 
erly reflect the taxpayer’s income. [If this 
requirement is met, the Commissioner can- 
not, by regulation or otherwise; change the 
method of reporting income; on the other 
hand, if it is not met, the method is subject 
to change by the Commissioner. In such 
case, the Commissioner may direct the 
manner in which the accounting is to be 
made. However, the method adopted by 
him must be reasonable. In one case _ the 
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it might be different in that two evenings were devoted to social meetings. The meeting 
generally was divided into sessions dealing with internal and interoffice affairs, discussion 
of financial statements and short reports on subjects of interest to the members of the 


staff. We are taking you to the session at which the tax papers were presented. 

The keynote of the meeting is probably contained in the statement of one of the 
partners: “A higher job is waiting for each of us who, while training his immediate 
assistant for his present job, prepares him for the next position ahead. There is no excep- 


tion—from junior to partner.” 
The selected articles follow. 
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court stated: “The burden to adopt a 
method that will clearly reflect income is on 


the Commissioner equally as well as on the 


taxpayer.”? 

In Osterloh v. Lucas,? the court made it 
very clear that the method of accounting 
employed must be fair, accurate and, above 
all else, consistent. 


Net income must be computed in accord- 
ance with the method of accounting regu- 
larly employed in keeping the books of the 
taxpayer. (Regulations 111, Section 29.41-2.) 
In addition, it must conform to the account- 
ing period. If the production, purchase or 
sale of merchandise is an income-producing 
factor, inventories are necessary; and if in- 
ventories are necessary, Section 29.41-2 re- 
quires that income be reported on the 
accrual basis. However, in a wholesale-re- 
tail hardware business in which inventories 
were required but not taken, the court up- 
held the taxpayer’s use of the cash basis." 


Consistency is important in that the same 
basis should be applied to all income. Some 
income cannot be reported on one basis 
while other income is reported on another 
basis. Hybrid methods usually cause diffi- 
culties for the taxpayer and often result in 
hardship to him. The Commissioner will 


? Bradstreet Company of Maine v. Commis- 
Sioner [3 ustc 7 1138], 65 F. (2d) 943 (CCA-1). 

7 (1930 CCH § 9115] 37 F. (2d) 277 (CCA-9); 
aff'g [CCH Dec. 4395] 13 BTA 713. 

’ Russell v. Commissioner [2 ustc § 617]. 45 F. 
(2a) 100 (CCA-1). 
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invoke the method which will yield the 
greater amount of tax. Consequently, it is 
a general rule that income must be treated 
as a unit, i. e., it must all be reported on the 
cash basis or all on the accrual basis. One 
exception to this requirement can be found 
in Section 23.44 (b) of Regulations 104: 

“For the purpose of determining consoli- 
dated net income, if the members of an 
affliated group have established different 
methods of accounting, each member may 
retain such method with the consent of the 
Commissioner, provided that the consoli- 
dated net income is clearly reflected, and 
provided further that intercompany transac- 
tions affecting consolidated net income be- 
tween members of the group shall be 
eliminated and adjustments on account of 
such transactions shall be made with refer- 
ence to a uniform method of accounting, to 
be selected by the members of the group 
with the consent of the Commissioner.” 

In a decision* handed down by the Tax 
Court, it was ruled that it was proper for 
the taxpayer to use the cash basis for per- 
sonal income and the accrual basis for busi- 
ness income on the same return. 

Such records must be maintained as will 
enable the taxpayer to make a return of his 
true income. (Regulations 111, Section 
29.41-3.) The Regulations require inven- 
tories to be recorded in a legible manner, 
properly computed and summarized, and to 
be preserved as part of the taxpayer’s ac- 


‘Cecil [CCH Dec. 10,034). 37 BTA 904. 
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counting records (Regulations 111, Section 
29.22(c)-2). 


Once a taxpayer realizes that his method 
of reporting income does not meet the re- 
quirements of the Commissioner or the 
Regulations, he has the problem of deter- 
mining just how and when the change to the 
proper method is to be effected. The tax- 
payer who finds himself in this position is, 
in reality, fortunate. He is fortunate in this 
respect: too many people are inclined to be- 
lieve that because returns for past years 
have been accepted, the Commissioner has 
approved their method of reporting. This 
may not be the case at all; and if it is the 
Commissioner who first determines that the 
method used does not reflect income fairly, 
additional burden or hardship will be placed 
upon the taxpayer. The Commissioner usu- 
ally requires the change to be made in the 
year that will result in the greatest amount 
of tax. Then, too, the Commissioner and 
the courts have consistently held that the 
taxpayer must suffer the disadvantages which 
follow a change of basis.® 


Section 29.41-3 of Regulations 111 sets 
forth the procedure which a taxpayer must 
follow in obtaining permission to change his 
method of accounting. Application for such 
permission must be filed within ninety days 
after the beginning of the year to be covered 
by the return. (Regulations 111, Section 
29.41-2.) Asarule, unless all these require- 
ments are met and the taxpayer and the 
Commissioner agree to the terms and condi- 
tions whereby the proposed change is to be 
effected, permission will not be granted. 


A paper box board dealer in New York 
was refused a change to the accrual basis 
even though it was evident that inventories 
were an important factor in the production 
of income.® The court ruled against the 
taxpayer because he had failed to obtain per- 
mission to make the change. Contrastingly, 
in the case of one of our clients reporting on 
the cash basis, we realized that inventories 
were necessary, and that the accrual basis 
was the proper method for reporting in- 
come; therefore, application for permission 
to change methods was made in accordance 
with the Regulations. The Commissioner’s 
reply was that permission to change to the 
accrual basis was not necessary because the 
taxpayer should be reporting on that basis. 





5 Escanaba & Lake Superior Railroad Company 
[CCH Dec. 7224], 24 BTA 412; Prudential To- 
bacco Company, Inc. [CCH Dec. 11,278], 42 BTA 
518. 


® Maurice W. Simon [CCH Dec. 15,586 (M)], 6 
TCM —. 


In another case the court held that a farmer 
had the right to change from cash to an in- 
ventory basis in 1941 without prior permis- 
sion of the Commissioner.’ In this instance 
the change was made in accordance with 
Section 19.22(c)-6 of Regulations 103, which 
was held to be a special provision extended 
to farmers by that section. A change back 
to the cash basis, however, would require 
prior permission. 


A change to the installment basis of re- 
porting income does not require prior ap- 
proval. 


The Bureau of Internal Revenue’s letter to 
the taxpayer will include the following list 
of items which have to be shown in an ap- 
plication for change: (1) the amount of 
inventory, (2) accrued income receivable, 
(3) deferred income, (4) accrued expenses 
payable and .(5) prepaid expenses. 


When all the terms of a change in ac- 
counting methods which is initiated by the 
taxpayer have been agreed upon and per- 
mission has been granted to make the 
change, the Commissioner can make no sub- 
sequent changes. 


Prior to applying for a change in account- 
ing method, one should always make a 
tentative computation of income, and of the 
tax thereon, on the present basis and on the 
correct basis for the past three years, and 
for the current year. From this computa- 
tion one can determine whether it is advan- 
tageous to make application at that time. 
The adjustments must be made in the year 
of change, whereas, as stated before, if the 
change is made without permission of the 
Commissioner or as a result of his examina- 
tion, he is likely to make the adjustments in 
the year which will result in the greater 
amount of tax. In no case may unpaid items 
be accrued ard deducted in excess of unre- 
ceived income on the effective date of change. 


In the Hardy case,* in which the taxpayer 
changed from the cash basis to the accrual 
basis, the court held that the following were 
proper adjustments to income figured on a 
strict accrual basis: (1) addition of the 
amount of accounts receivable and inven- 
tories at the beginning of the year, and (2) 
deduction for the amount of accounts pay- 
able at the beginning of the year. 


The following conclusions are drawn from 
a summary of this discussion: 

(1) Net income is computed for a fixed 
period of time, known as the taxable year. 





7 Kenneth S. Battelle [CCH Dec. 15,998], 9 
TC 299 (acq.). 


§ [36-1 ustc § 9115] 82 F. (2d) 249 (CCA-2). 





898 October, 1948 @ TAXES — The Tax Magazine 








be hae Ve ae 






























~ AS TA 


(2) The taxpayer is required to keep such 
accounting records as will enable him to 
make a proper return. 


(3) The taxpayer should maintain ac- 
counting records on the basis that will 
clearly reflect his income. 


(4) The return should be filed on the 
same basis as the one on which the books 
are regularly kept and should conform to 
the accounting period. 

(5) Where inventories are an income- 
producing factor, the Commissioner will re- 
quire the accrual basis method of accounting. 


(6) Consistency is important in that the 
same basis should be applied to all income 
from year to year. 


(7) With few exceptions, permission to 
change basis of reporting income must be 
secured from the Commissioner before such 
change is made. 

(8) If the method of reporting income is 
not correct, generally it is to the taxpayer’s 
advantage to initiate a change by making 
application to the Commissioner. This can 
be decided upon after the tentative computa- 
tion of income, and of the tax thereon, has 
been made. 


CASE PROBLEMS 
in Livestock 


Tax Accounting 


By M. G. Roush 


URING the past year there have been 
many new decisions by the courts and 
new rulings by the Treasury Department 
which affect livestock operators, taxwise. 
Rather than discuss these decisions and rul- 
ings, most of which do not have a very prac- 
tical application to the everyday tax problems 
of the practitioner in the Rocky Mountain 
area, I have chosen to present the facts in 
connection with three recent interpretations 
of the Code, the Regulations and the Com- 
missioner’s rulings, made by one of the 
Division offices of the Treasury Department. 
My purpose in presenting these matters is 
to promote thought and action to the end 
that differences in interpretation may be re- 
solved. Our ultimate goal is (1) to be able 
to advise clients without the use of so many 
“ifs” and “buts,” (2) to bring about uni- 
formity in the application of income tax law 
and (3) to make it possible to file income tax 
returns without crossing the fingers. 
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My first case concerns a corporate, accrual 
basis, calendar year livestock operator, whick 
was dissolved prior to lambing and shearing. 
Since no sales were made during the short 
period, a loss on operations resulted. The 
corporation had established the “straight- 
line” or “unit-livestock-price method” for 
the valuing of its inventories. A refund ofa 
prior year’s taxes, based on a carry-back of 
the operating loss for the short period, was 
denied by the Treasury Department on the 
ground that since the business cycle had not 
been completed, the cost of operations for 
the period should have been capitalized. 
This, I believe, is the first time this theory 
has been applied by the Treasury Depart- 
ment in this manner. The basis of the 
capitalized cost of operations cannot benefit 
the corporation or its successors because 
the corporation has been dissolved; there- 
fore, if the Department succeeds in main- 
taining its position, no tax benefit can be 
had from the disbursements covering oper- 
ating expenses for the short period. For 
this reason, the outcome of the pending 
hearings will be of great importance to the 
industry. 


My second case concerns T. D. 5423. This 
decision, released in 1944, officially recog- 
nized the unit-livestock-price method of in- 
ventorying livestock. It was a sorely needed 
and most welcome amendment to the Regu- 
lations. Probably the most revolutionary 
feature of this T. D., insofar as practice in 
Wyoming is concerned, is the requirement 
that all purchased animals be included in the 
inventory at cost, and that if the animals 
purchased are not mature at the time of pur- 
chase, the cost be increased at the end of 
each accounting year in accordance with 
established unit prices. This, of course, is a 
must; any returns filed contrary thereto may 
be corrected by the Treasury Department. 
We do not question the equity of this para- 
graph of the Regulations because, admit- 
tedly, it reflects income more clearly than 
the former practice of inventorying pur- 
chased animals at “straight-line unit” values 
regardless of cost. 


The Treasury Department has made one 
interpretation in particular, however, that is 
not so readily reconcilable. It has held that 
even though a taxpayer has established an 
aged-animal classification and a unit value 
therefor, and writes down his raised animals 
accordingly, he may not “write down” his 
purchased animals accordingly when they 
reach that age classification. For example, 
a taxpayer’s straight-line unit values may be 
these: lambs, $5; yearlings, $6; good ewes, 
$8; old ewes, $3. He purchases ewe lambs 
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for $9. As these lambs progress to the vari- 
ous established classifications, their values 
must be increased by the difference between 
the applicable straight-line unit values. They 
would be valued, therefore, at $10 as year- 
lings and at $12 as good ewes, and their 
values should be reduced to $7 when they be- 
come old ewes. But, according to the Den- 
ver office of the Treasury Department, the 
values of ewes in this example may not be 
reduced from $12 regardless of age. To the 
best of my knowledge, the Department’s 
stand on this issue has not been officially 
protested, probably because the net tax 
effect has not been great enough to justify 
the necessary expenditure of time and money. 


My third case concerns I. T. 3666, issued 
by the Commissioner of Internal Revenue in 
1944, which he clarified in 1945 by the issu- 
ance of another ruling, I. T. 3712. These 
rulings recognize livestock used for breed- 
ing, dairy or draft purposes as depreciable 
assets; therefore, any gain from their sale 
is subject to the provisions of Section 117(j) 
of the Internal Revenue Code. The rulings 
apply to all taxpayers, whether they are on 
the cash basis or on the accrual basis, and 
whether breeding stock is capitalized or in- 
ventoried (regardless of the inventory 
method used). 


The rulings, of course, were not stated 
as simply as this. There were many defini- 
tions, qualifications and references to the 
Code and Regulations, all attempting to 
clarify the issues. One such paragraph pro- 
vides for the inclusion of immature animals 
in the provisions of the rulings by stating: 
“Tmmature animals which have been re- 
tained by a livestock raiser for breeding 
purposes shall be considered a part of the 
breeding herd. Gains and losses from 
normal sales of such immature animals are 
not subject to the provisions of Section 117 
(j) I. R. C. Ewe lambs and heifer yearlings 
held through the winter shall be presumed 
to be held for breeding purposes.” 


The following example will illustrate an 
interpretation of this paragraph recently 
made by the Treasury Department. This 
was the case of a corporate livestock oper- 
ator which, in accordance with its usual 
custom, retained a portion of its ewe lambs 
to maintain the herd at normal strength. 
The following spring it sold these ewes 
(then yearlings) because herders could not 
be obtained to handle them. The taxpayer 
established that this was not a normal sale 
since no sale of yearling ewes had been 
made by the taxpayer subsequent to its in- 
ception approximately twenty years before. 
It was held that the gain on the sale of the 


yearling ewes was not subject to Section 
117 (j) because the ewes had not been bred 
—this, in spite of the language of the Com- 
missioner’s ruling setting up a presumption 
to the contrary! If this decision is correct, 
it is difficult to imagine a set of circumstances 
under which the sale of immature animals could 
fall within the provisions of Section 117 (j). 


This particular decision is being con- 
tested by the taxpayer—an action which will 
undoubtedly help in the clarification of this 
principle.* 

This brief discussion does not permit me 
to present all of the provisions of the 
regulations and rulings cited or all of the 
arguments for and against the interpreta- 
tions given. Nor would I presume to sug- 
gest how to advise clients and file income 
tax returns insofar as the controversial 
aspects of these rulings are concerned. [| 
hope the facts presented will be of assistance 
in determining the best practical course to 
follow, and, above all, that I have em- 
phasized that these two important and 
comparatively recent developments in live- 
stock income tax accounting, T. D, 5423 
and I. T. 3666, are in a state of flux. We 
should do everything in our power to clarify 
their application, that we may better serve 
our clients. 





ADVANCE 
RENTALS 
Accounting 

and Income Tax 


By D. E. Bagne 





HERE has never been any question but 
= that rent is a proper deduction in the 
determination of taxable income, or that 
when it is received, it is to be included in 
income for tax purposes. Section 23 (a) 
of the Internal Revenue Code specifically 
mentions rent as a deduction in the deter- 
mination of business net income, and in the 
case of nonbusiness net income all ordinary 
and necessary expenses incurred for the 
production or collection of income or for 
management of property held for the pro- 
duction of income, which would include rent, 
are deductible. Code Section 22 (a), in 





* Subsequent to the preparation and presenta- 
t'on of this paper. the Treasury Department has 
accepted the taxpayer’s arguments as set forth 
in a formal protest, without the necessity of a 
hearing. 
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discussing various items to be included in 
gross income, makes special mention of 
rent as well as of other sources of income. 
The Regulations, in Sections 29.23 (rent ex- 
pense) and 29.22 (rental income), follow the 
Internal Revenue Code in the treatment of rent. 


Rentals paid in advance are given income 
tax treatment which is, to say the least, 
inconsistent. The taxpayer paying rent is 
allowed to deduct advance payments over 
the term of the lease, and in certain in- 
stances, it would seem, in the period ac- 
crued, whereas the recipient of an advance 
payment reports it as income in the period 
received. It makes no difference whether 
the taxpayer is on the cash basis or on the 
accrual basis. 


On the cash basis rent is deductible when 
paid, but it cannot be paid in advance and 
taken as a deduction in that taxable year. 
Only that part of a rental payment which 
can be allocated to the use and possession 
of property during the particular year can 
be deducted. In the McColl case [CCH 
Dec. 11,623-A], BTA memo. op. (January 
11, 1941), the lease indicated that payment 


made in December, 1935, was for the period - 


from December 31, 1935, to December 31, 
1936. ‘The Board held that since the pay- 
ment was for 1936, no part of it could be 
allowed for 1935. The payment was actually 
made in 1935, and the taxpayer was on the 
cash basis. In the same vein, Regulations 
111, Section 29.23 (a)-10, in part state: 
“Tf a leasehold is acquired for business pur- 
poses for a specified sum, the purchaser may 
take as a deduction in his return an aliquot 
part of such sum each year, based on the 
number of years the lease has to run.” 


It is well established that a bonus paid 
in advance must be prorated over the term 
of the lease. In Saks & Company [CCH 
Dec. 6385], 20 BTA 1151 (nonacq.), in 
which a bonus was paid in 1920 for a lease 
to begin in 1922, it was held that the bonus 
should be prorated over the term of the 
lease. The following cases held that the 
initial payment for a lease was a capital 
expenditure to be prorated over the term 
of the lease. H. Fendrich, Inc. [CCH Dec. 
1045], 3 BTA 77; Baton Coal Company v. 
Commissioner [2 ustc J 788], 51 F. (2d) 469 
(CAA-3, 1931), aff’ [CCH Dec. 5882] 19 
BTA 169; cert. den. 284 U. S. 674 (1931). 


Under the terms of some leases, rent for 
the last year or for several months of the 
last year is paid in advance. Editorial com- 
ment in CCH Stranparp FEDERAL TAX RE- 
PORTER [484 CCH f 165.01] states: “Although 
it is not entirely clear, it would seem that 
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_ during the taxable year.” 


[such payments] should be treated the same 
as a bonus would be treated,” and spread 
over the term of the lease. Using Regula- 
tions 111, Section 29.23(a)-10 as a_ basis, 
it would seem that these payments should 
be deducted in the period accrued; other- 
wise, the last year of the lease would not 
be charged with its aliquot share of the 
rental expense. Although this section per- 
tains to a leasehold purchased for a specified 
sum, the intent seems to be to charge the 
period in which the rental expense accrues. 
The McColl case, supra, indicates that the 
period for which the rent accrues should be 
charged, as the Board was of the opinion 
that since the payment was made for 1936, 
no part could be allowed for 1935. Further 
editorial comment in the CCH StTanparp 
FEDERAL TAX REporTER [loc. cit.] states: “On 
the accrual basis it is well established that 
only the amount of rent incurred for the 
use of property during the taxable year, 
regardless of time of payment, is deductible 
in the taxable year, any additional sums 
over the monthly rental to be prorated over 
the term of the lease. Payment of rents in 
advance or deferring rents cannot change 
this rule.’ This being so, it appears that 
the last year’s rent paid in advance would 
have to be deferred to the year in which it 
accrued; otherwise, the last year of the 
lease would not be charged with the “amount 
of rent incurred for the use of property 
Prorating the 
last year’s rent over the term of the lease 
would mean that the final year would be 
charged with something less than its proper 
monthly rental. The taxpayer in Bloedel’s 
Jewelry, Inc. [CCH Dec. 785], 2 BTA 611, 
which was on the accrual basis, agreed to 
pay its first year’s rent in May, 1920. The 
corporation began occupancy of the build- 
ing on September 1, 1920. The fact that 
only the rent applicable to the last four 
months of the year was allowed as a deduc- 
tion, indicates that only the rent incurred 
for the use of property can be deducted 
in any taxable vear. Seemingly, the last 
year’s rent paid in advance would have to be 
taken as a deduction in the year accrued. 


The Bureau, Commissioner and courts are 
in agreement that advance rentals are in- 
come in the year received. This holds true 
regardless of the method of accounting 
employed by the taxpayer in keeping his 
books; and it holds true even though the 
payments would have to be returned if the 
terms of the lease were not fulfilled. 


Lump-sum payments paid prior to, or 


upon commencement of, a lease without 
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restriction are income in the year received 
though no part of the payment may be 
earned. (Renwick et al., Trustees v. U. S. 
{37-1 ustc [9010], 87 F. (2d) 123 (CCA-7, 
1936); Commissioner v. Lyon [38-2 ustc 
719356], 97 F. (2d) 70 (CCA-9, 1938); 
Chateau Frontenac v. Commissioner [45-1 
ustc J 9216], 147 F. (2d) 856 (CCA-6, 1945); 
O’Day Investment Company [CCH Dec. 
4505], 13 BTA 1230; Mead Coal Company 
[CCH Dec. 8706], 31 BTA 190; Turbeville 
{CCH Dec. 8725], 31 BTA 283, aff’d [36-2 
ustc J 9360] 84 F. (2d) 307 (CCA-5, 1936), 
cert. den. 299 U. S. 581; Michigan Central 
Railroad Company [CCH Dec. 8120], 28 
BTA 437, rev’d and aff’d [35-2 ustc ¥ 9540] 
79 F. (2d) 247 (CCA-2, 1935), cert. den. 296 
U. S. 653; H & G Amusement Company 
[CCH Dec. 12,516], 46 BTA 1095; North 
American Oil Consolidated v. Burnet [CCH 
Dec. 3993], 12 BTA 68, rev’d [1931 CCH 
7 9453] 50 F. (2d) 752 (CCA-9, 1931), aff’d 
[3 ustc 7943] 286 U. S. 417 (1932).) In 
Pembroke v. Helvering [CCH Dec. 7108], 
23 BTA 1176, aff’d [4 ustc $1274] 70 F. 
(2d) 850 (CA of DC, 1934), it was deter- 
mined that a bonus payment in 1925 con- 
sisting of real estate constituted income for 
the year received to the extent of its fair 
market value. In Commissioner v. Lyon, 


supra, the court determined that a deposit 
received in 1919 upon execution of a ten- 
year lease, which deposit was to be applied 
against the rent for the last ten months of 
the lease, was income in 1919 and not in 


1929, when the rent accrued. The deposit 
bore interest, but there were no restrictions 
on the use of the deposit. Terms of the lease 
determined the treatment of the payment. 


Even though the bonus was returnable 
if all terms of the lease were unfulfilled or 
if the property should become untenantable, 
the payment was held taxable income in 
the period received in the following cases: 
Detroit Consolidated Theaters, Inc. v. Com- 
missioner [43-1 ustc J 9222], 133 F. (2d) 200 
(CCA-6, 1942); Hirsch Improvement Com- 
pany [CCH Dec. 12,858-A], BTA memo. op. 
5 (October 6, 1942), aff’d [44-1 ustc J 9334] 
143 F. (2d) 912 (CCA-2, 1944), cert. den. 
323 U. S. 750; Rothenberg [CCH Dec. 1950], 
5 BTA 666. 


In Renwick et al., Trustees v. Commis- 
sioner, supra, the trustees received sums of 
$100,000 upon execution of a lease and 
$150,000 prior to the term of the lease. The 
Commissioner held that the advance pay- 
ments received prior to commencement of 
the lease were income in the year received. 
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The court, upholding the Commissioner, 
stated: “Upon consideration of the facts 

. it is apparent that the advance rental 
was income in the full sense of the word. 
Whether amortization should be allowed 
against them is a question for the Congress.” 
Citing the Supreme Court decision in North 
American Oil Consolidated v. Burnet, supra, 
the court continued: “If a taxpayer receives 
earnings upon property without restriction 
as to its disposition, he has received income 
for which he is required to account.” 


Notes received as an advance payment of 
rent are not considered the equivalent of 
income in the year received. In Gates v. 
Helvering [CCH Dec. 7737], 26 BTA 998, 
rev'd [4 ustc J 1237] 69 F. (2d) 277 (CCA-8, 
1934), the taxpayer received $100,000 in 
cash and $86,269.46 in four notes payable 
on April 20 of each of the four years follow- 
ing the execution of the lease. It was held 
that the cash was income in the period re- 
ceived, but the notes were not considered 
the equivalent of income in the year received. 


The inclusion of advance payments in the 
period received seems to depend on the re- 
strictions placed on the use of the funds. 
Even though the courts realize that advance 
payments are not yet earned, they include 
them in taxable income in the period re- 
ceived unless they are in the nature of a 
deposit to insure that the lessee fulfills the 
terms of the lease. The lessor must not 
obtain any present right or any semblance 
of full ownership in the deposit. In the 
case of rental deposits, as distinguished 
from advance rent, the payment becomes 
income in the period the lessee breaks his 
contract or cancels the lease. The pay- 
ment also becomes income in the last year 
of the lease in case the deposit is eventually 
applied against the last year’s rent, if noth- 
ing happens to prevent it. However, the 
terms of the lease must be very specific as 
to the nature of the deposit; otherwise, it 
will be considered rent paid in advance, and 
will be included in the taxable income for 
the year received. 


In Estate of George E. Barker [CCH Dec. 
4371], 13 BTA 562, $50,000 was paid in 
deposits to insure that the lessee perform 
all obligations assumed under the terms of 
the lease. The Commissioner determined 
that the payments should be included in 
income in the years received. The Board, 
reversing the Commissioner’s decision, stated 
that the payments “were not income when 
received any more than borrowed money 
is income when received.” In Warren Serv- 


ice Corporation [CCH Dec. 10,684], 39 BTA 
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856, rev'd [40-1 ustec J 9333] 110 F. (2d) 723 
(CCA-2, 1940), the lessor received $125,000 
as security for the lessee’s performance of 
the lease contract in 1926, with the under- 
standing that it was to be repaid in 1941 
if the lessee did not default on the terms of 
the lease. In 1933 the lease was cancelled, 
and the lessor was released from his promise 
to repay the deposit in 1941. The 1933 
value of a promise to pay $125,000 in 1941 
was considered taxable income to the 
lessor in the year of default (1933). 


In Clinton Hotel Realty Corporation v. 
Commissioner [42-2 ustc J 9559] 128 F. (2d) 
968 (CCA-5, 1942), rev’g [CCH Dec. 12,031] 
44 BTA 1215, the lessee rented property 
for ten years, and contracted to pay $21,000 
a year in rent. The last year’s rent of 
$21,000 was payable on delivery of the lease, 
to be credited to the last period of the lease 
in accordance with the terms therein. Dur- 
ing the first year, the lessor received $42,000, 
which the Commissioner included in income 
for that year. The Board upheld the Com- 
missioner, but was reversed by the Fifth 
Circuit; and the court, in reversing, stated: 


“It is not denied that if the $21,000 was. 


paid and received as rent in advance, it was 
taxable, though not yet earned. . . . On 
the other hand, if it was paid and received 
as security, with no present right or claim 
of full ownership, it would not be presently 
income, although it was expected finally 
to be applied in payment of the last year’s 
rent if nothing happened to prevent. 

In the latter situation, though the money 
is rightfully received, and if the parties so 
intend may be freely used, yet because of 
the acknowledged liability to account for it, 
there is no gain; just as in borrowing there 
isnone.” The lease provided that the $21,000 
deposit should bear interest at the rate of 
$1,000 a year, payable as a credit against 
each year’s rent, and in some detail listed 
breaches of contract for which the deposit 
could be applied in satisfaction of damages. 


In Astor Holding Company v. Commis- 
sioner [43-1 ustc $9408], 135 F. (2d) 47 
(CCA-5, 1943), the court upheld the Board 
in its determination that the advance pay- 
ment was income in the year received. The 
lease did not indicate that the payment was 
security for performance of the contract, 
and no interest was charged on the pay- 
ment. The payment was to be applied 
against the last year of a ten-year lease. 


That the terms of a lease are of utmost 
importance in the determination of the char- 
acter of an advance payment, is evident in 
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the case of Hirsch Improvement Company, 
supra, Even though a payment may be 
called a security, it is not necessarily so. In 
the above case the lease provided for a 
$35,000 payment upon delivery of the lease 
as security for the payment of rent and 
performance by the lessee. This sum was 
to be applied against the rent of the last 
year of the lease, except that if the lessee 
terminated the lease by default, the security 
would be retained by the lessor. Also, 
rebate of rent paid in advance was provided 
for in case of destruction or condemnation 
of the property. The court stated: “The 
question is whether the payment of the 
$35,000 was basically rent in the year in 
which the taxpayer received it. That it was 
rent for a future year would be unimportant. 
It is also unimportant how taxpayer re- 
garded or treated it. Its character turns 
on the terms of the lease ‘itself. If the tax- 
payer had been required to segregate the 
payment, then it would not have been in- 
come for the taxable year. No such obliga- 
tion here existed. But more than the 
absence of that obligation is needed to 
justify the conclusion that it was income 
in the year of its receipt. How much more 
is needed is a question not to be answered 
in a simple categorical manner. Where the 
line is to be drawn depends in each case 
on the provisions of the particular lease. 
The lease here supports the Tax Court’s 
decision. For the sum received was to be 
repaid, in whole or part, under circumstances 
which might never occur and of a kind so 
limited as to be insufficient to require that 
sum to be categorized as primarily not in- 
tended as rent.” 


Where the taxpayer keeps his books on 
the cash basis, all receipts are income in 
the period received, and all disbursements 
are expenses in the period paid. In this 
situation the courts are right in taxing ad- 
vance rentals in the period received, but it 
would appear that they are wrong in dis- 
allowing the deduction of the full advance 
rental in the taxable year paid. If a tax- 
payer keeps his books on the accrual basis, 
the policy of the courts in spreading bonus 
payments over the term of the lease in 
case of rent paid is in agreement with ac- 
cepted accounting procedure; and if advance 
rental payments for the last year of the 
lease are allowed as deductions in the years 
accrued, that would also be accepted as cor- 
rect procedure. As in the case of the cash 
basis taxpayer, the courts do not follow 
through. Here the courts tax advance 
rentals in the year received. Apparently, 
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the courts are supporting the use of a hybrid 
method of accounting both for an accrual 
basis taxpayer and for one on the cash basis. 
Of course, a hybrid method of accounting 
usually is not given much support either 
by the courts or by the Commissioner, as 
the taxpayer must keep books in accordance 
with the method regularly employed (Code 
Section 41), and, further, as all items of 
expense and income must be treated with 
reasonable consistency. (Regulations 111, 
Section 29.41-2.) 


Is the federal government taxing income 

in the case of advance rental payments when 
they are included in income in the period 
received? The Accountants’ Handbook (page 
876) says: “Advances by customers or 
clients which are subject to satisfaction by 
delivering goods or services as agreed con- 
stitute a type of liability often labeled some- 
what questionably, ‘deferred revenues’. 
It is sufficient here to emphasize the point 
that all such liabilities—ordinary credit bal- 
ances in customers’ accounts, and prepay- 
ments by clients and patrons on account of 
subscriptions, insurance premiums, etc.— 
should be fully recognized and should in no 
case be cancelled against corresponding re- 
ceivables or treated as revenues prior to the 
actual furnishing of the commodity or serv- 
ice as agreed.” Advance rental payments 
certainly fall in the above-mentioned classi- 
fication of prepayments. From the stand- 
point of correct accounting procedure, the 
only conclusion is that the government is 
taxing a liability. 


A taxpayer on the accrual basis should 
credit any advance rental payments received 
to a liability account and carry them as such 
until they are properly included in income, 
even though the Commissioner and courts 
will include them in income in the period 
received. When tax returns are prepared, 
advance rentals must be included in income 
in the period received. If the taxpayer kept 
books in accordance with his tax return, 
his financial statements would not fairly 
present his financial condition. There could 
be a gross misstatement of fact even in the 
case of a small concern. 


Why does a lessor demand an advance 
rental payment? If it is to secure perform- 
ance of the terms of the lease contract by 
the lessee, would it not be better to accept 
security deposits in such a manner as to 
meet the requirements of the courts, and 
thus avoid having to pay tax on the pay- 
ments in the period received, especially where 
income tax is an important consideration? 


904 


LIMITING 
STATUTES 


By John Carr 


5 HE STATUTE of limitations in rela- 
tion to income tax is a technical—and 
often dry—subject. However, it is impor- 
tant and necessary that certain limitations 
be imposed on the Commissioner and the 
taxpayer in connection with the length of 
time refunds and assessments may be made. 
It is my purpose not to discuss the detailed 
technicalities but to bring out the more 
obscure points which we are apt to find 
in our work, and which may be of interest 
as well as of aid in rendering better services 
to our clients. 


The general rule is, of course, a three- 
year period beginning with the due date 
of the return or a two-year period begin- 
ning with the payment of tax, whichever is the 
longer. Exceptions creating longer periods 
of time for assessment and refunds are: 


(1) For a false or fraudulent return or 
for failure to file a return, no limitation is 
imposed against future assessments. 


(2) A five-year period is applicable if 
there is an omission in excess of twenty-five 
per cent of the gross income as stated in 
the return. 


In the relatively few years that I have 
been practicing as a public accountant, 
there have arisen problems on this subject 
which many of you have encountered and 
overcome, whereas the rest of us have yet 
to face them. With this thought in mind, 
I should like to phrase a question, and 
then give what appears to me to be the 
solution. 


Question: 
indefinitely ? 

Answer: No. If a decision on a claim 
for refund is delayed beyond six months 
from the time of filing claim, suit may be 
brought at any time thereafter within the 
statutory period of limitations. But if the 
Commissioner decides against the taxpayer 
or does not decide at all, the taxpayer may 
test the claim in the courts, provided that 
suit is brought within a limited period of 
time. Further research seems to indicate 
that a limited period of time means within 
two years after disallowance. 


Is a claim for refund good 
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Question: In our organization, there is 
incorporated within each claim for refund 
a statement similar to the following: “A 
refund of $— or any other amount that 
may be found due, together with statutory 
interest, is respectfully requested.” Does 
this clause leave open the way for amended 
returns after the statute of limitations has 
tolled but before the claim is determined? 


Answer: This question may best be an- 
swered by a brief review of a leading case 
in this field, U. S. v. Andrews [38-1 ustc 
§ 9020], 302 U. S. 517. The taxpayer set 
forth specific facts and the following state- 
ment in a claim for refund: “ return 
of sum named, or any greater sums which 
might be ascertained to be due.” Prior to 
the claims determination but after the 
statutory period for filing, an amended 
return in amplification, but not germane 
to the original, was filed. In disallowing 
the amended claim, two rules were evolved 
by the courts: : 


(1) Where the facts upon which the 
amendment is based would necessarily have 
been ascertained by the Commissioner in 
determining the merits of the original 
claim, the amendment is proper. : 


(2) The rule is otherwise when the 
amendment requires the examination of 
new matters which would not have been 
disclosed by an investigation of the orig- 
inal claim. 


This seems to indicate that such a clause 
leaves the way clear for amendments ger- 
mane to the facts in the original claim. 
Seemingly, on the basis of the aforemen- 
tioned facts, it could be feasible to request 
a general audit in a claim for refund where 
time limitations preclude a thorough ex- 
amination. The way would then be open 
for any amendments to the claim, an ad- 
vantage which could very easily be offset, 
however, by a revenue agent’s disclosure 
of additional income. 


(Juestion: May an incomplete return 
start the running of the statute of limitations? 


Answer: A return incomplete as_ to 
signature or not notarized where notariza- 
tion is required, or a return which is fairly 
accurate but on which items of income 
and deductions have not been properly 
itemized, may be held not to constitute a 
filing, and hence may never start the statute. 


In a case which we are handling at the 
present time, the statute of limitations has 
played an important part. The case brings 
out points involved in the determination 
of whether Section 275 (c) is applicable. 
This section permits a five-year period of 
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limitations for excessive omission of in- 
come. Without reading Section 275(c) 
carefully, it might appear that the twenty- 
five per cent omission is based on the 
total gross income that should have been 
reported. This, though seemingly sound 
reasoning, is not the case, much to the 
taxpayer’s disappointment. The percentage 
is based on the gross income as stated in 
the return as filed. In determining gross 
income, that portion of long-term capital 
gain which is not to be taken into account 
in computing taxable income is excluded. 
Capital losses are-not included in gross income. 
At this point there arise two questions: 


(1) Where there exists in the same return 
a capital loss and a long-term capital gain, 
will the loss be excluded and the taxable 
portion of the gain included in the com- 
putation of gross income? 


(2) Do ordinary operating expenses of a 
livestock producer, which had been al- 
located erroneously to the long-term capital 
gain on sale of breeding herd, be said to 
have been reported as gross income? On 
this question, which arose in the case we 
are handling, a ruling has been received 
from the Commissioner. The ruling said 
no, “since the effect of taxpayer’s deduction 
of this amount as ‘cost’ is that of not 
reporting them at all, so far as inclusion 
in gross income is concerned.” The ruling 
further stated that gross income to the 
farmer on a cash basis is his gross receipts 
plus the taxable portion of long-term gain. 

The irony of the situation is that the 
deputy collector, who had originally pre- 
pared the return and had erroneously al- 
located operating expenses to the sale of 
capital assets, now admits his error in so 
doing, but because of this very error is now 
enabled to assess a deficiency based on 
Section 275(c). 


PROCEDURE 
in Checking 
Tax Returns 
By 


Lorraine Weaver 


be OUR OFFICE, checking tax returns 
has been made quite simple through the 
cooperation of the staff as a whole. At 
Cheyenne we have adopted the policy of 
“printing” all proper names and addresses 
because, as so often is the case, the typist 
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(especially extra help) is not familiar with 
and cannot readily read the “writing” of 
some of the more uncommon names. The 
review sheet gives all necessary information 
as to number of copies, delivery instructions 
and special instructions for the office girls. 
All schedules are set up for typing, and other 
work papers are always marked “no copy.” 


In checking a return, of course, we try 
to pick up the typing errors, but I believe 
the prover’s responsibility should extend 
also to recomputing the tax and checking 
all other computations. I usually make 
a cursory check of the depreciation com- 
puted at the various rates for the year. 
However, it has been decided that the 
responsibility of the reasonableness of the 
depreciation rests with the preliminary or 
final reviewer. 


And, of course, we cross-check individual 
returns with partnership or fiduciary re- 
turns to be sure the proper amounts are 
carried. It is also necessary to cross- 
check amounts paid on declarations with 
the final return. 


I do not think our responsibility should 
extend to the checking of technical reasons 
used in making the returns, such as why 
the husband did not claim all the exemp- 
tions, etc.; but after one has checked a 


few returns and has become familiar with 
them, one usually can distinguish these 
differences. Out of curiosity, I like to 
know “why” in such cases, and by referring 
to the work papers usually find an explana- 
tion in the notes. If something looks 
strange and I cannot find it in the work 
papers, I always ask the “preparer.” But 
in almost every case, the work papers are 
complete enough so that it is not necessary 
to bother the busy accountants. If I find 
an error which involves completely re-doing 
the return, I believe it should be returned 
to the accountant for correction; but in 
most instances errors are minor and can 
be changed by the reviewer—in which case 
all corrections should first be made in 
pencil on the draft. 


All in all, the accountants have made 
reviewing tax returns relatively simple. I 
have only one suggestion—and that is rela- 
tive to the small schedules, especially 
Schedule G, provided for on the returns. 
Quite often time has not been taken to 
make a separate schedule, and so much is 
crowded into the small space that all of 
it cannot be typed in; also, it is very 
hard to read. Making separate schedules 
may take a couple of minutes longer, but 
those two minutes buy a lot of good will 
from the secretaries. [The End] 


ne 


WAR BONDS IN JOINT TENANCY 


The Attorney General of South Dakota believes that United States war bonds in 
the name of husband and wife as co-owners are includible in the estate of the deceased 


spouse for inheritance tax purposes. 


Under the theory of the Treasury’s regulations regarding the ownership of the bonds, 
the value of the bond becomes the property of the co-owner upon the death of the other 
The Attorney General rules that the actual or constructive delivery of the 
bonds to the surviving co-owner is immaterial. 


co-owner. 
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THE TAX EFFECTS 
ARE CERTAIN TO LEAD TO 
TAX LITIGATION 


INTRAFAMILY ANNUITIES 


By HARRY T. DEVINE 


The author is associated with the law firm of 
Loewenstein & Winokur, Philadelphia 


N ANNUITY has been defined as “a 

stated sum payable periodically at 
stated times during life, or [over] a speci- 
fied number of years, under an obligation 
to make the payments in consideration of 
a gross sum, paid for such obligation.” ’ 


In recent years taxpayers have rejuve- 
nated an old tax device of transferring prop- 
erty either to corporations or to individuals 
who are not in the insurance business in 
consideration for a fixed sum over a term 
certain or for life. An example of this type 
of transaction is found in Estate of Bertha 
F, Kann [CCH Dee. 15,959(M)], 6 TCM —, 
decided by the Tax Court on July 31, 1947, 
and now appealed by the government to the 
Third Circuit Court of Appeals. The de- 
cedent had transferred to her children stock 
having a value of $240,800 in exchange for 
their promises to make total annual pay- 
ments of $24,672 to her for life. These 
payments, according to the American Annui- 
tants Mortality Table, could have been pur- 
chased for the sum of $218,066.11. The 
court held that in transferring the securities 
to her children the decedent had realized 
no gain, that she had properly reported a 
sum equal to three per cent of an invest- 
ment computed at insurance company rates 
as ordinary income, and that the children’s 
agreement to pay annuities had no fair mar- 
ket value for purposes of computing cap- 
ital gain. 


That this type of transaction has a rather 
ancient history can be seen from the John 
C. Moore Corporation case,? wherein the tax- 
payer acquired real estate in 1912 in con- 
sideration for a promise to pay the seller 





1 Sol. Op. 160, ITI-2 CB 60. 
* (2 ustc J 558] 42 F. (2d) 186. 
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$10,000 a year for life, and from the 
Steinbach Kresge case,> wherein the owner 
of the majority of the stock in a family- 
controlled corporation sold the stock to 
the company in 1919 for an annuity. 


The problem has become serious enough 
to cause the Treasury Department to make 
a study of it, which appears in the press 
release entitled “The Income Tax Treatment 
of Pensions and Annuities,” dated December 
3, 1947 (Press Service No. S-545), and re- 
printed in the Ways and Means Committee 
Reports, Revenue Revisions, 1947-1948, 
page 4001. The portion of the report deal- 
ing with this problem (page 4018) reads 
as follows: 


“2. Annuities arising out of property 
transactions. 


“Certain questions have arisen with re- 
gard to the income tax treatment of trans- 
actions involving the exchange of property 
for an agreement to pay a number of cash 
installments in the nature of annuity, where 
the party paying the annuity is not an insur- 
ance company. For example, a father sells 
property to his son receiving in exchange 
an annuity of $15,000 a year for life. If 
valued on the basis of standard life-expect- 
ancy tables, the annuity would be worth 
$150,000. If this were equal to the fair 
market value of the property, no gift tax 
would be paid. However, the transaction 
might actually have been a transfer for in- 
adequate consideration, if the father’s health 
were known to have been poor and he died 
shortly thereafter, leaving the son in pos- 
session of the property. 


“The questions which do not appear to be 
definitely settled are: (a) Is the acquisition 





3 [40-2 ustc {] 9682] 33 F. Supp. 897. 
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of such an annuity a closed transaction so 
that gain or loss may be recognized at once? 
(b) Are the installment payments to be 
treated as an annuity, the consideration for 
which is the cost or value of the property 
exchanged, depending on whether gain or 
loss was recognized? (c) Should the an- 
nuity be valued on the basis of a standard 
mortality table and standard insurance com- 
pany premiums or should the particular 
facts of the case be taken into considera- 
tion? (d) In the case of intrafamily trans- 
actions, what is the method of measuring 
and treating excessive consideration under 
the Federal estate and gift tax?” 


It is the intention of this article to an- 
alyze some of the tax effects of such 
transfers. 


Reportable Gift 


To the extent that the transfer was for 
more than the amount which would have 
been paid to an insurance company (the 
difference between $240,800 and $218,066.11, 
to use the Kann case, supra, as an example), 
there is a taxable gift. Of course, if the 
consideration for the annuity is paid to a 
tax-exempt organization, the gift is not tax- 
able. If the annuity is purchased from a 
corporation under the same circumstances, 
the gift is taxable under the theory of the 
Frank B. Thompson case.° The amount of 
the gift is dependent upon whether the an- 
nuitant has retained any ownership in the 
corporation, in which event only a part of 
the transfer is considered taxable—the gift 
is the amount of the excessive considera- 
tion of the transferred property reduced by 
the percentage of stock owned by the trans- 
feror after the transaction has _ been 
completed.® 


The Commissioner contends that taxable 
gain or deductible loss is sustained by the 
transfer of property in exchange for the 
payment of an annuity, the amount being 
the difference between the adjusted basis 
of the property transferred and the value of 
the annuity contract.’ The cases have thus 
far held, however, that while it is possible 
to calculate the present value of the funds 
to be received by the annuitant, the uncer- 


4 Gillespie v. Commissioner [42-1 ustc © 9474], 
128 F. (2d) 140. 

5 [CCH Dec. 11,223] 42 BTA 121; compromised 
on remand [42-1 ustc * 10,166]. 

®€See CCH Federal Estate and Gift Tax Re- 
porter {§ 3935.285 for an interesting analysis of 
this decision. 

7G. C. M. 1022, VI-1 CB 12; Deering [CCH 
Dec. 10,903], 40 BTA 984. 
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tainty as to whether the one agreeing to 
make the payments will be able to fulfill 
his obligation makes them incapable of 
valuation; hence, the transaction cannot 
be considered as closed and gain or loss 
cannot be computed.® 


Method of Reporting 


The annuitant must report a sum equal 
to three per cent of the amount computed 
at insurance company rates as ordinary in- 
come. In other words, to use the Kann 
case as an example again, the annuitant 
would report as ordinary income three per 
cent of the cost of acquiring an annuity of 
$24,672 from an insurance company, that is, 
$218,066.11, rather than three per cent of 
the value of the property transferred, or 
$240,800. However, where in purchasing 
an annuity contract from a college the tax- 
payer paid a consideration in excess of what 
the annuity would have cost if it had been 
bought from an insurance company, the ad- 
ditional consideration not constituting a 
gift, he was held taxable upon annuity pay- 
ments up to three per cent of the entire 
consideration paid.” Where the entire basis 
of the property conveyed in exchange for 
monthly payments for the life of taxpayer 
is recovered, of course, payments thereafter 
received are ordinary income.” 


The proper method of taxation of annui- 
ties has been under study for some time. 
At 485 CCH $6123 will be found the sug- 
gestions of the Joint Staff for the General 
Tax Revision Bill (May 12, 1948). The 
recommendation is that the three per cent 
rule be abandoned and that the portion of 
the payment representing principal be ex- 
cluded from income. It is probably the 
universal hope of all annuitants that this 
long-awaited ‘change will soon become law. 


No deductible loss is sustained where the 
annuitant dies before receiving a return of 
his investment; the annuitant “received 
everything he had bargained for; . . . he 
had not engaged in a transaction for profit.” ” 


All payments made by the corporation or 
the individual agreeing to pay the same to 


8 Lloyd [CCH Dec. 9201], 33 BTA 903; Hill v. 
Maloney [45-1 ustc $9102]. 58 F. Supp. 164; 
Evans v. Rothensies [40-2 vustc 7 9681], 114 F. 
(2d) 958. 

® Kann, supra; Hill v. Maloney, supra; Gilles- 
pie, supra; Raymond [40-2 ustc § 9540]. 114 F. 
(2d) 140. 

1 Beattie [47-1 ustc J 9153], 159 F. (2d) 788. 

11 Ware v. Commissioner [47-1 ustc © 9142], 159 
F. (2d) 542. 

12 Industrial Trust Company v. Broderick [38-1 
ustc 19136], 94 F. (2d) 927; I. T. 2915, XIV-2 
CB 98. 
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the annuitant constitute capital expendi- 
tures, and not rental for the use of the prop- 
erty, the amount of the total payments being 
the cost of the property.” The foregoing 
is the rule applied by the Commissioner 
and accepted by the court in Warner vw. 
Walsh.* Thereafter, in Klein v. Commis- 
sioner,” it was held that the difference between 
the cost and the sum of the estimated annual 
payments may properly be deemed interest 
since it represents the amount paid by the 
writer of the annuity for the use of the money 
between the date of purchase and the dates of 
the periodic payments; that each of the install- 
ments is considered as a return of capital, 
determined by discounting the amount of the 
installment back to the date of purchase and 
of an interest payment equivalent to the differ- 
ence between this capital return and the an- 
nual payment. The Board thus ruled that 
the recipient of the annuity had to pay taxes 
on the portion representing interest. How- 
ever, when the case involving the obligors 
of the annuity was tried, it was held that 
no portion of the annuity payments made 
by the annuity payors under the contract 
by which the sisters relinquished property 
rights was deductible as interest; that the 
full amount of each payment was part of 
the purchase price of the assets received 
by them from the recipients of the annuity.” 
The rule now clearly appears to be that all 
payments made by the annuity obligor con- 
stitute capital expenditures, the amount of 
the total payments being the cost of the 
property. 


Basis of Acquired Property 

It has been held ™ that the cost of real 
estate acquired under an annuity contract 
is fixed for depreciation purposes as the 
sum of the values which the annuity pay- 
ments to be made over the life expectancy 
of the annuitant have at the time the con- 
tract is made. 


In the Trottman case, in which a son 
agreed to pay his mother an annuity in con- 
sideration for her transferring to him a con- 
tract wherein the annuitant had a right to 
receive a percentage of the profits of a 
corporation, the annuity obligor found him- 
self paying ordinary income taxes rather 
than capital gain rates on the income re- 
ceived. The court there held that the 
monies received by the payor of the annuity 
on the assigned contract were not received 


'S See cases listed at 481 CCH { 345.04. 
™ [1 ustce 9 194] 15 F. (2d) 367. 

* [CCH Dec. 2283] 6 BTA 617. 

‘8 [36-2 ustc 1 9356] 84 F. (2d) 310. 

'' John C. Moore Corporation, supra. 
'S [CCH Dec. 13,860(M)] 3 TCM 316. 
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as the result of the sale or exchange of 
a capital asset, and therefore constituted 
ordinary income. 


Where the problem of basis arises after 
the annuity contract has terminated by 
virtue of the annuitant’s death, the Tax 
Court has held that the cost to the payor 
is his actual outlay rather than the cost 
of the annuity if it had been purchased from 
a standard life insurance company.” In 
this situation, the present value of the an- 
nuity payments need not be discounted. 


Estate Taxes 


An interesting decision which well illus- 
trates the danger of the use of this device 
in estate tax planning is that of the Estate 
of Cornelia B. Schwartz” In the Schwariz 
case, in June of 1932 the decedent, then 
eighty-six years of age, transferred about 
ninety-five per cent of her property to her 
children in return for their promise to pay 
her $7,000 per year for her life. The esti- 
inated annual income of the property was 
approximately $7,000. At the time of the 
transfer, the children set up a trust which 
provided that the income up to $7,000 was 
to be paid to the decedent and that any 
balance was to be paid to her daughter; 
upon the death of the mother, the principal 
of the trust was to be paid equally to the 
children. The Tax Court held that the 
transfer was made in contemplation of 
death; and furthermore, that in any event 
the decedent should be considered as the 
settlor of the trust created by her children, 
and therefore had retained the possession 
or enjoyment of, or right to the income 
from, the property. Hence, the value of 
the property was includible in her gross 
estate under Section 811 (c) of the Internal 
Revenue Code. 


The failure of the plan turned upon the 
following defects: (a) the income payable 
to the decedent was precisely the fruit of 
the property; (b) the annuity was not pay- 
able in any event but only out of the trans- 
ferred property; (c) the children received 
no benefit from the transaction until the 
decedent’s death. In essence, the entire plan 
was nothing but a thinly disguised trust, 
not an intrafamily annuity. 

Another illustration of the recent use ot 
this device is the case of Sarah A. Bergan,” 
wherein one of three sisters died intestate, 
her only heirs being the two surviving sis- 
ters. In 1933 the decedent agreed orally 


19 Forrester [CCH Dec. 14,425]. 4 TC 907. 
*° |CCH Dec. 15,982] 9 TC 229. 
21 [CCH Dec. 12,954] 1 TC 542. 








with the remaining surviving sister to take 
only $50,000 of her one-half interest, and 
the balance of her share of $133,662.37 was 
turned over to her sister in consideration 
for a promise to support her for the remain- 
der of her life. The court held that no part 
of the transfer was includible in the deced- 
ent’s estate under Section 811 (c) since the 
recipient of the fund was free to use the 
property transferred to her in any way she 
pleased; title vested in her and not in any 
trustee, and no income from the property 
transferred was reserved to the annuitant. 


The Bergan case, however, did hold that a 
taxable gift resulted from the transaction 
because the consideration received by the 
decedent was inadequate. The court evalu- 
ated the agreement for support upon ‘the 
basis that $6,250 was required to support 
the decedent; that she was seventy-four 
years of age, and under the annuity table 
of the Regulations one dollar due at the 
end of each year for a person of her age 
was $5.18402, or $32,400.13 for an annuity 
of $6,250; that deducting the sum of 
$32,400.13 from $133,662.37 (the value of the 
property transferred) resulted in a gift of 
$101,262.24. It would thus appear from the 
decision that the taxpayer’s estate saved 
$31,819.45 in estate taxes and paid a gift 
tax deficiency of $3,863.05, a substantial 
difference. 


In summary, it can be stated that in 
the event the annuity is payable out of 
the transferred property, the transaction has 
been held to be effective at death, and there- 
fore taxable;* but where the annuity is 
payable without restriction as to its source, 
the transfer has not been held taxable for 
estate tax purposes.” If the annuity is pay- 
able for the life of the purchaser and there- 
after to another for life, it has been held that 
a shifting of economic benefits has occurred 
because of the death of the primary annui- 
tant, and the annuity payable to the survivor 
is subject to estate tax.* If the transaction 
is held to have been a substitute for testa- 
mentary disposition, and therefore to have 
been made in contemplation of death, the 
amount includible in the annuitant’s estate 
will be the value of the annuity calculated 
in accordance with the table provided in the 
Regulations, rather than the cost of the 

2 Tips v. Bass [1927 CCH { 7206], 21 F. (2d) 
460; Estate of S. Newman [CCH Dec. 8811], 31 
BTA 772. 

3 Francis S. Smithers Estate [CCH Dec. 414], 
1 BTA 1086; Henrietta Putnam [CCH Dec. 1270], 
3 BTA 823; Estate of Sarah L. Johnson [CCH 
Dec. 3469]. 10 BTA 411; Estate of C. A. Good- 
year [CCH Dec. 3885], 11 BTA 833. 


24 Commissioner v. C. F. Clise et al. [41-2 ustc 
{ 10,099], 122 F. (2d) 998 (CCA-9). 
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annuity if purchased from a life insurance 
company.” 

In view of the Commissioner’s vigorous 
opposition to the use of this method of in- 
come and estate tax avoidance, taxpayers 
should not utilize this device unless they are 
prepared to litigate the matter through the 
courts. Moreover, while there are many 
benefits to be obtained, as can be seen from 
the foregoing, there are also many disad- 
vantages: (a) the payor’s not being per- 
mitted to deduct the expense of the annual 
payments; (b) the uncertainty of basis for 
purposes of depreciation or in the event of 
a sale of the transferred property prior to 
the death of the annuitant; (c) the insecurity 
of the annuitant in the event the transfer 
is absolute without reservation of the in- 
come from the transferred property if the 
desire is to obtain estate tax benefits; 
(d) the strong likelihood that at the death 
of the annuitant his executors will be faced 
with the Commissioner’s contention that the 
entire transaction was entered into either 
in contemplation of death or to take effect 
at or after death; (e) troublesome gift tax 
consequences. In any event, it is strongly 
recommended that if the transfer is sub- 
stantial, full disclosure be made by a gift 
tax return; otherwise, the twenty-five per 
cent penalty, when added to the gift tax and 
interest, if the transaction should precede 
death by a long period, may well wipe out 
any benefits from the transfer. 

Some of the possibilities of tax avoidance 
are as follows: 

(a) If the taxpayer has a low-cost asset 
with good income, it is possible to sell it 
for its current value without paying a cap- 
ital gains tax; and if the new annuity rule 
should be adopted, even the income taxes 
on the annual payments will be kept to 
a minimum. 

(b) The transfer does result in shifting 
the asset to a favored class without the 
penalty of the recipient’s being forced to 
take a low cost basis if the transfer is an 
outright gift. 

(c) It is possible to avoid estate taxes if 
a real transfer rather than a trust is effected. 
If the new three-year contemplation-of- 
death rule should be enacted, the hazard of 
the Commissioner’s attacking the transfer 
from this angle will be destroyed. 

One thing is certain, however: any tax 
return showing the use of this device will 
receive the most careful scrutiny of the 
Bureau, and in all probability the taxpayer 
will have to sustain his position in the courts. 


[The End] 
23 Updike v. Commissioner [37-1 ustc { 9170], 
88 F. (2d) 807. 
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GIFTS TO CHILDREN 
AND INCOMPETENTS 


THE PRECISE QUESTION IS: ARE ALL GIFTS TO CHILDREN 


AND INCOMPETENTS GIFTS OF FUTURE 
_.. By SENECA B. 


PROPERTY? 


INTERESTS IN 
ANDERSON ... OF ROBBINS, 


NOYES & JANSEN, BOSTON, MASSACHUSETTS 


F THE QUESTION posed by the title 
- to this article were put to most lawyers, 
the answer, in all probability, would be “Of 
course not.” Apparently, however, the Com- 
missioner of Internal Revenue has taken 
the position that all gifts to children and 
incompetents are in any event prima facie 
future interests. This, at least, is the only 
logical inference to be drawn from the 
position of the government in the case of 
Strekalouvsky v. Delaney, Collector of Internal 
Revenue.* 


Mrs. Strekalovsky transferred certain 
securities having a_value of slightly under 
nine thousand dollars to her husband as 
trustee for their three minor children. The 
trust instrument provided that the share 
to each child was to be held as a unit, and 
that payments and distributions were to be 
made without distinguishing between princi- 
pal and interest. During the minority of 
each child the trustee was directed to pay 
any part or parts of the child’s share to him 
or for his benefit for any purpose whatever 
in accordance with the child’s needs and 
best interests, as if the interest of each 
child were held by the trustee as guardian 
for that child, and as if the trustee were 
making payments and distributions in that 
capacity for the benefit of each child re- 
spectively. 


The trust further provided that if a legally 
appointed guardian for any child demanded 
or requested his ward’s share, the trustee 
should pay it over to him. The trust of 
each share was to terminate (1) on the 
child’s attaining majority, in which case his’ 





? [48-1 ustc { 10,624] DC Mass., June 15, 1948. 
Gifts to Children 


share, or what was left of it, was to be paid 
to him; or (2) on the child’s prior death, 
in which case his share was to be paid to 
the administrator of his estate. 


The trustee was given discretion to make 
payments or distribution in any one of four 
ways: (1) to the parent or natural guardian 
of the child, without formal appointment 
as guardian, but for the use of the minor; 
(2) directly to the minor; (3) by application 
for the use of the minor; and (4) to a 
legal guardian. 


The trust contained no spendthrift provi- 
sions and no remainders or gifts over. 


In her gift tax return, the donor claimed 
the exclusion of $3,000 per donee granted 
by Section 1003 (b) (3) of the Internal 
Revenue Code. 


The Commissioner ruled that the gifts 
were future interests, and assessed a gift 
tax deficiency, which was duly paid. A 
refund claim was filed and denied, and the 
donor brought an action to recover the tax 
and interest. The complaint alleged the 
foregoing facts, which were admitted by 
the answer, and the case was argued on 
motions of each party for summary judg- 
ment on the pleadings. 


The government, relying on Commissioner 
v. Disston, claimed that theStrekalovsky gifts 
were future interests, at least in the absence 
of proof “from the face of the instrument or 
surrounding circumstances that a_ steady 
flow of some ascertainable portion ... to 
the minor would be required.” * 





2 [45-2 ustc J 10,207] 325 U. S. 442. 
3 Ibid. 


We shall consider first the question of 
whether or not the government’s position in 
Strekalovsky v. Delaney was sound,‘ and 
second the consequences that would flow from 
an affirmation of this position by the courts. 


Future Interest Defined 


Section 1003 (b) (3) of the Internal 
Revenue Code creates a gift tax exclusion 
of $3,000 per donee per year in the case 
of gifts “other than future interests in 
property.” 


The Regulations (Section 86.11) 
these as follows: 


define 


“*Future Interests’ is a legal term, and 
includes reversions, remainders, and other 
interests or estates, whether vested or con- 
tingent, and whether or not supported by 
a particular interest or estate, which are 
limited to commence in use, possession or 
enjoyment at some future date or time.” 


This definition of future interest comes 
as a shock to the lawyer trained in the con- 
veyancer’s concept of the term. Be that 
as it may, it is now settled law that for 
the purposes of the gift tax exclusion, any 
gift “limited to commence in use, possession 
or enjoyment at some future date or time” is 
a future interest,*® and is not subject to the 
exclusion. 


In the Revenue Act of 1938, not only were 
gifts of future interests ineligible for the 
exclusion, but all gifts in trust were placed 
in a similarly unfavored position. The rea- 
son for this treatment of gifts in trust 
was that there then existed a conflict in 
the decisions as to whether the donee of a 
gift in trust was the trust itself or the 
beneficiary. If the trust was held to be the 
donee, a donor could give away, tax free, 
unlimited sums to one beneficiary, by the 
simple expedient of creating a sufficient 
number of trusts for the benefit of the 
recipient of his bounty, being careful to give 
to no single trust more than the amount of 
the exclusion in any one year.* 


The District Court gave judgment for the 
taxpayer, but the government has indicated an 
intention to appeal. 

5 Pelzer v. U. 8. [41-1 ustc © 10,027], 312 U. S. 
399: ‘‘In the absence of any statutory definition 
of the phrase we look to the purpose of the 
statute to ascertain what is intended. It plainly 
is not concerned with the varying local defini- 
tions of property interests or with the local 
refinements of conveyancing The term 
‘future interests in property’ refers to any in- 
terest or estate, whether vested or contingent 
limited to commence in possession or enjoyment 
at a future date.’’ 

* CCH Federal Estate and Gift Tax Reporter 
— 3964.10. 
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In 1941 the Supreme Court of the United 
States decided the case of Helvering v. 
Hutchings.’ That case, which involved the 
tax on a gift made prior to the 1938 enact- 
ment, held that the donee of a gift in trust 
was the beneficiary and not the trust itself. 
Since this decision destroyed the reason 
for discriminating against gifts in trust, the 
1942 Internal Revenue Act omitted to bar 
gifts in trust from the benefit of the exclu- 
sion. Therefore, the Strekalovsky gifts, which 
were made in 1945, should not be deprived 
of the benefit of the exclusion because the 
vehicle of a trust was employed. The only 
question is whether the gifts were future 
interests. 


Since there were no remainders over or 
conditions precedent or subsequent which 
could affect their ownership of the prop- 
erty given them, the Strekalovsky children 
received vested interests. This fact did 
not debar their interests from being future 
interests* although it seems that their 


interests would be future if contingent. 


Fondren Case 


The leading case on what constitutes 
a future interest is Fondren v. Commissioner? 
There the gifts, though found to be vested,” 
were held to be future interests because 
they were “limited to commence in use, 
possession or enjoyment at some future 
date or time.” 


There were, however, numerous factual 
differences between the Fondren trust and 
the Strekalovsky trust. We tabulate the 
principal differences. In doing so, we have 
referred to the opinion of the Circuit Court 
of Appeals,” whose recital of terms of the 
trust is in greater detail than the Supreme 
Court’s. 


FONDREN TRUST 


1. Interests of donees vested but sub- 
ject to defeasance. 


2. Termination 


(1) Upon beneficiary’s reaching thirty- 
five. 


(2) In event of prior death there were 
gifts over. 


7 [41-1 ustc 7 10,026] 312 U. S. 393. 

8 Fondren v. Commissioner [45-1 ustc {| 10,164], 
324 U. S. 18. 

® Ibid. 


In passing, we point out that they were 


“vested subject to defeasance, although the Court 


described them as vested. 
1 [44-1 ustc § 10.096] 141 F. (2d) 419. 
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3. Spendthrift provisions. Trust fund not 
to be liable for obligations of beneficiary. 
Trust fund could not be anticipated. 


4. Distinction made between income and 
principal. 


5. Power to use income or principal. 


Income to be accumulated, and in case of 
necessity (show not to exist in Fondren 
case by recitation of instrument and stipula- 
tion) income to be used for support, educa- 
tion and maintenance. Corpus to be used 
only if necessary and only if trustee in his 
judgment thinks it best to do so. 


Trustee’s judgment not reviewable by 
court in absence of fraud, clear abuse of 
(discretion, ete. 


STREKALOVSKY TRUST 


1. Interests of donees vested and not 
subject to defeasance. 


2. Termination 


(1) Upon demand or request of legally 
appointed guardian. 


(2) Upon child’s becoming twenty-one. 


(3) Upon prior death, to his executors,. 


administrators, heirs, assigns or other legal 
representatives. 


3. No spendthrift provision. By law the 
beneficiaries’ interests could be attached 
by creditors or assigned by infant for 
necessities. Trust instrument recognized 
possibility of assignment. 


4. Trustee directed to make no dis- 
tinction between principal and income. 


5. To pay to or expend for any bene- 
ficiary such part or parts of share for any 
purpose in accordance with needs or best 
interests of child, as though trustee were 
a guardian. 


No discretion to be exercised. 
No limitation to income. 


“Needs and best interest” subject to re- 
view by court of competent jurisdiction 
in case of guardian, and therefore in case 
of this trustee. 


In the Fondren case, the court pointed 
out that the gifts were future interests be- 
cause a barrier of time was imposed be- 
tween the creation of the gift and the 
enjoyment of the gift by the beneficiaries. 
If a barrier of time is erected, the mere 
fact that some contingency may arise to 
allow an earlier enjoyment of the gift is 
not sufficient to make the gift a present 
one. The court goes to great length to 
point out that in the Fondren case the possi- 
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bility of a contingency which would allow the 
trustee to use the principal was a remote one. 


The fundamental distinction between the 
Fondren case and the Strekalovsky case is 
that the trust in the former created bar- 
riers to the present enjoyment of the gifts 
by the donees. In the Strekalovsky case, 
no barriers were created. The trust merely 
recognized the disabilities of minority that 
existed by nature and by law. Common 
prudence tells us that large sums of money 
cannot be turned over to persons of tender 
years. The state law fixes twenty-one as the 
age at which a person becomes legally com- 
petent to manage his affairs. The Strekalovsky 
trust recognized this. In the Fondren case 
the Supreme Court did not take the position 
that a gift cannot be made to a child. In 
fact, it described the argument that Con- 
gress did not intend to discriminate against 
children as “appealing.” It did say that the 
argument was not applicable to the Fondren 
case because by the terms of the instrument 
and under the facts stipulated none of the 
fund, principal or income, could be applied 
immediately for the child’s use or enjoy- 
ment. In fact, part of the principal was to 
be retained until the beneficiary reached 
thirty-five. 


In the Strekalovsky case, the situation 
was entirely different. The money was “on 
call” for the child’s benefit. The child, if 
he should be old enough, or, if he is too 
young, any next friend of the child, could 
terminate this trust at any time by peti- 
tioning the probate court for the appoint- 
ment of a guardian. The only limitation on 
the trustees’ spending capital or income 
was the “needs and best interests” of the 
child. Note that no discretion was allowed 
the trustee. An objective standard, the same 
as is imposed on a guardian, was estab- 
lished.” This was reviewable by a probate 
or other court of competent jurisdiction. 


Under this trust there were no restraints 
on the child’s possession of the fund in 
the hands of the trustee that would not 
exist had the gift been turned over to a 
guardian. 


In either case, the standard for expending 
principal or income was identical. 


In either case, the fund was subject to at- 
tachment and execution, and was to be 


2 The Strekalovsky trust was created under 


Massachusetts law. The Massachusetts statute, 
G. L. ¢201, Section 38, provides that a guardian 
of a minor ‘‘shall manage the estate of his ward 
frugally and without waste, and shall . 
apply the same, so far as may be necessary, to 
the comfortable and suitable maintenance and 
support of the ward.”’ 
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turned over to the beneficiary at the same 
time, i. e., when he became of age. 


Paine Case 


Welch v. Paine™ presents a set of facts 
much closer to the Strekalovsky case than 
are those of the Fondren case. There is, 
however, a basic and fundamental distinc- 
tion between Welch v. Paine and Strekalovsky 
v. Delaney. 


In Welch v. Paine, the taxpayer created 
a trust for the benefit of his named minor 
children, and allocated to each a specific 
proportion of the principal, to be distributed 
at majority. As soon as received, the in- 
come was to be accumulated and to be- 
come a part of the corpus; but the trustee 
had power to pay income or principal to 
the beneficiaries from their respective shares 
in such amounts as he might in his absolute 
discretion deem necessary or advisable for 
their support, maintenance or education. In 
the event any child died before reaching 
majority, his share of the trust was to pass 
according to the laws relating to the devolu- 
tion of property upon death, but payment 
was to be deferred until such time as the 
child would have reached majority. 


The first Circuit Court of Appeals prop- 
erly held this to be a future interest and 
taxable. In so holding, the court pointed 
out that there is “a postponement during 
minority of the right to receive income and 
possession of the corpus except as the trus- 
tee in his discretion should deem it advisable 
to apply income or principal to the needs 
of the beneficiary.” (Italics supplied.) This, 
the court said, is enough to make the in- 
terest a future one. And this, we say, is 
the prime distinction between the two cases. 


In the Strekalovsky case the trustee was 
given no discretion whatsoever. If a legally 
appointed guardian should request or de- 
mand the fund, the trustee was obligated 
to turn it over at once. The Strekalovsky 
trust allowed the trustee no discretion in 
spending: the income or corpus for the 
minor. It set an objective standard, the 
needs and best interests of the child, “as 
if the interest held by the trustee were held 
by him as guardian for such child and as 
if payments and distributions were being 
made by him as guardian.” 


In the Paine trust, it was up to the 
trustee to exercise discretion in paying out 
the trust fund. In the absence of clear 
abuse of discretion, a court would not 
compel payment. 


13 [41-1 ustc § 10.058] 120 F. (2d) 141. 
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In the Strekalovsky case, the trust set an 
objective standard, the standard imposed 
on a guardian. If the child or the child’s 
next friend should think this objective 
standard was not met, a court of competent 
jurisdiction could review the matter and 
determine for itself if that standard had been 
complied with, and would not have to take 
into consideration any exercise of discretion 


by the trustee. This is a fundamental dis- 
tinction. 


Another important distinction in the two 
cases is the fact that the corpus was not 
to be distributed, even in the event of a 
beneficiary’s death, until the beneficiary 
reached, or would have reached, twenty-one.* 


Taylor Case 


In Commissioner v. Taylor,’ the question 
was whether there was a present gift of 
income where the trustees were directed 
to accumulate it until the minor reached 
twenty-one, and then to pay it over to 
him “unless in the opinion of trustees, in 
their sole discretion, such income or ac- 
cumulated income should . . . be_needed 
for support or education,” in which case the 
trustees could so apply it. It was held 
a future interest. : 


Judge Maris, in a dissenting opinion, 
stated that in his view the gift of income was 
a present one because the discretion vested 
in the trustees was not arbitrary and, if 
abused, would doubtless be subject to 
control by an appropriate tribunal. 


In the Strekalovsky trust, there being no 
discretion in the trustee, there could be 
no doubt that his action in spending or 
withholding the trust fund was subject to 
such control. 


A further distinction between the Streka- 
lovsky case and the Taylor case is that the 
latter contained no provision for immediate 
surrender upon demand of a guardian. 


Disston Case 


Commissioner v. Disston™ is the decision 
upon which the government pinned its 
greatest hopes in the Strekalovsky case. The 


14 Tbid. Here it is pointed out that a creditor 
could not enforce present application of income 
to the debt of a minor beneficiary because 
“such beneficiary has no present right to the 
income.”’ In the Strekalovsky case a creditor of 
one of the children could attach at once not 
only the income but the entire corpus just as 
if it were held by a guardian or an agent. This 
is the vital distinction between the two cases. 

15 [41-2 ustc J 10,089] 122 F. (2d) 714. 

1% Supra, footnote 2. 
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question involved in the former case was 
whether a gift of income to a minor was 
a future or a present gift, it being con- 
ceded that the corpus was a future interest 
since it was not payable for many years 
after majority was attained. 


Unlike the Strekalovsky case, in the Disston 
case the donor inserted a spendthrift clause 
which prohibited both corpus and income 
from being subjected to the claims of cred- 
itors, assignments or anticipation. He di- 
rected the trustee to accumulate the income 
until the minor became of age, but then pro- 
vided for application of such portion of the 
income as might be necessary to the educa- 
tion, support and comfort of the minor. No 
showing of necessity was made. The Su- 
preme Court, therefore, said that in the ab- 
sence of some indication in the face of the 
trust or surrounding circumstances that a 
steady flow of an ascertainable portion of 
income to the minor would be required, 
there was no basis to conclude that there 
was a gift of anything but a future interest. 


This language was the basis for the gov- 
ernment’s contention in the Strekalovsky 
case that the burden was on the donor to show 
that the trust fund was steadily flowing to’ 
the children and was not being held to ac- 
cumulate. It was the gallows on which the 
tax collector hoped to hang the taxpayer. 


But this rule was applied to a trust which 
contained spendthrift provisions and in which 
the trustee was directed to accumulate the 
income unless it was needed. ; 


5 


Removal of Barriers 


The Disston trust created barriers to pre- 
sent enjoyment that might, under certain cir- 
cumstances, be removed. The Supreme 
Court properly said that the burden was on 
the plaintiff. to show that these circum- 
stances existed. In the Strekalovsky case, 
on the other hand, barriers were not created 
by the trust indenture. It merely recog- 
nized the fact that because of the disabilities 
of minority someone had to manage the 
{und for the children. 

To hold that the Strekalovsky gift was a 
future interest, would require the court to rule 
in effect that no gift to a child is a present 
one unless the child’s circumstances are 
such that he has an immediate need of the 
principal and income for support, mainte- 
nance or education. That is the effect of 
the Disston case upon trusts in which the fund 
is tied up in a spendthrift clause and the 
trustee is directed to accumulate except 
where such an immediate need exists. 

If an outright gift is made to an adult, 


Gifts to Children 


it is not necessary to show that he intends 
to spend it forthwith. Should it be required 
where the gift is made to a child’s guard- 
ian for the child? In the Strekalovsky trust, 
the child was given an outright gift, and the 
trustee was no more than an interim guard- 
ian for the child until such time as a legally 
appointed guardian became necessary or 
desirable or the child reached maturity. The 
child stood in precisely the same relation- 
ship—insofar as use, possession and enjoy- 
ment are concerned—to the fund held by 
the trustee as he would stand to a fund held 
by a legally appointed guardian. Here the 
donor gave the children every element of 
control that it is possible to give a person 
incapable of managing his own affairs. We 
emphasize the following distinctions between 
the Disston and Strekalovsky trusts. 


DISSTON TRUST 

Spendthrift clause prohibited alienation, 
anticipation or subjection to creditors’ claim. 

Trustees to accumulate unless needed for 
education, etc. 

Principal and income to be segregated. 

Trust to terminate as to income upon 
beneficiary’s reaching twenty-one; as to 
principal later. 


STREKALOVSKY TRUST 

Here this is the child’s money, and subject 
to the same treatment as any other property 
of the child. 

Trustee to use principal and income for 
the children’s best interest, as though a 
guardian. 

Principal and income to be treated alike 


(just as in the hands of a guardian). 


Trust to terminate as soon as a legally 
competent person demands it, i. e., a legally 
appointed guardian, or when child becomes 
of age, or when child dies. 

Insofar as the beneficiary’s possession, 
use and enjoyment were concerned, he was 
in exactly the same position as if a legal 
guardian held this fund for him. Congress, 
by removing the ban on gifts in trust in the 
1942 Revenue Act, clearly indicated that the 
use of the trust vehicle did not subject an 
otherwise excluded gift to taxation. We can 
conceive of no reason that Congress should 
seek a tax on a gift to children and incom- 
petents under circumstances where a gift 
to an adult sui juris would be tax free. 


Roeser Case 


In Charles F. Roeser," the United States 
Tax Court held that the minority of donees 





'* [CCH Dee. 13,324] 2 TC 298. 
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did not make gifts to them future interests. 
“The exclusion,” said the court, “is not 
allowed when the element of future use and 
enjoyment of the transferred property is 
created by the terms of the transfer itself.” 


This is no more than another way of say- 
ing that the barrier must be created by the 
terms of the instrument, and that the exist- 
ence of the disabilities of minority is not a 
sufficient barrier to present use, possession 
and enjoyment to deprive the donor of the 
benefit of the exclusion. 


In several cases gifts to-minors have been 
held present interests.” 


In Wisotzkey v. Commissioner,® the second 
of three groups of trusts provided that the 
income was to be spent for the education, 
support and maintenance of the minors and 
paid to them after majority. It was con- 
ceded that this was a present gift of income, 
though not of the corpus, which was to be 
held- until the donee reached forty-five. 


The government’s position in the Streka- 
lovsky case was unsound; in seeking to treat 
the gift as a future interest, it ignored the 
distinction between the limitations imposed 
on the enjoyment of property by the dis- 
abilities of minority and those imposed by 
the donor. 


In determining whether or not a gift to 
children or incompetents is subject to the 
exclusion of $3,000 per donee, we see no 
reason for treating such donees as a special 
class. If the terms of the gift limit use, 
possession and enjoyment of the property 
to a future date, it is a future interest, re- 
gardless of whether or not the donee is 
under disability. We do not believe that 
Congress intended, or that the courts will 
hold, the donee’s disability to transmute a 
present interest to a future interest. The Su- 
preme Court has indicated that it would not.” 


18 Commissioner v. Sharp [46-1 ustc { 10,252], 
153 F. (2d) 163 (CCA-9), and cases cited in 
Roeser. 

19 [44-2 ustc § 10,142] 144 F. (2d) 632. 

2?In Fondren v. Commissioner, the Supreme 
Court, after holding that the gifts under con- 
sideration were future interests, said: ‘‘It does 
not follow, as petitioners say, that if the ex- 
emption does not apply in this case it can 
apply in no other made for a minor’s benefit. 
Whenever provision is made for immediate ap- 
plication of the fund for such a _ purpose, 
whether of income or of corpus, the exemption 
applies. Whether, in the case of a gift requiring 
such an application of the income, but providing 
for retention of a corpus no more than reason- 
ably sufficient to produce the income required 
for this purpose and to insure its continued pay- 
ment during minority, the donation would fall 
within the exemption, as to corpus as well as 
income, is a question not presented on this 
record and therefore not determined.’’ 


Commissioner's Position 


But the action of the Commissioner in 
imposing a tax on the Strekalovsky gifts 
shows that in his view the disability of the 
donee has this result, at least in the absence 
of proof that the gift is being steadily con- 
sumed by the donee and is not being saved 
or permitted to accumulate. 


Wrong though the Commissioner may be, 
the taxpayer cannot blithely ignore his atti- 
tude without inviting litigation. Therefore, 
until such time as the courts finally deter- 
mine the question, it is necessary to con- 
sider all gifts to persons under disability 
on the assumption that the Commissioner 
will maintain his present attitude. 


We interpret this attitude to be that an 
outright gift to a person under disability is 
prima facie a future interest. Since the 
trustee in the Strekalovsky case had no greater 
power to withhold the income or the corpus 
from the donee than a guardian would have 
to withhold it from his ward, how can the 
Commissioner consistently permit the latter 
class of gift to escape taxation? 


Suppose there is no guardian and no trus- 
tee. We hardly think a gift of one hundred 
dollars to a twenty-year-old would be tax- 
able, since, as a practical matter, he could 
exercise the same control over it as could 
a person over twenty-one. But suppose a 
parent or grandparent deposits one hundred 
dollars in a savings account for a baby at 
birth. The child is unable to withdraw it 
himself until he reaches an age when the 
bank will honor his withdrawal slip. The 
parent as natural guardian might be per- 
mitted to do so, but the natural guardian 
would then have the same duty that the 
trustee had in the Strekalovsky case. If con- 
sistency is a virtue practiced by the tax 
collector, he would deny the exclusion to 
such a gift unless it could be shown that 
at the time the gift was made it was con- 
templated that the money was to be used 
forthwith for the child’s benefit. 


Conclusion 


We believe the disability of the donee is 
totally irrelevant to the question of whether 
the gift is a present or a future one. But it 
is evident that the Commissioner believes 
otherwise. Until the question is finally re- 
solved by the courts, it must be assumed 
that the Commissioner will assert that all 
gifts to persons under disability are at least 
prima facie taxable. We caution our brethren 
at the bar against answering too quickly the 
question posed by the title to this article. 

[The End] 
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PREPARING FOR 
the Federal Estate Tax Return 


PREPARATION FOR THE FILING OF THE ESTATE TAX RETURN 
CAN BEGIN IMMEDIATELY AFTER THE QUALIFICATION OF THE 
ADMINISTRATOR OR THE EXECUTOR. THIS ARTICLE TELLS 
YOU WHAT DATA TO GET AND WHEN . . . By JOHN E. WILLIAMS 


T HE PREPARATION of a federal 
estate tax return can be greatly simpli- 
fied by assembling many of the details soon 
after the personal representative has quali- 
fied, while members of the immediate family 


of the decedent are available for consulta- ° 


tion, and before certain factual data are 
overlooked or half forgotten. 


Several factors contribute to the impor- 
tance of assembling detailed information 
as to special situations well in advance of 
the final computation of tax. The optional 
valuation under Code Section 811 (j) since 
1935 has made it important to recheck 
valuations as of the first anniversary of 
death; and, of course, the tendency is to 
postpone preparation of the whole return 
until optional valuations are available. 
Thus, often a year goes by with no atten- 
tion paid to situations that should have 
been studied immediately after the executor 
or administrator qualified. Furthermore, 
our present high tax rates and the eager- 
ness of the taxing officials to collect more 
revenue both focus attention on details 
that were not particularly important during 
the first twenty years of the federal estate tax. 


The purpose of this article is to call 
attention to some of the items that should 
be considered and assembled, quite apart 
from the dollar figures that will appear in 
the inventory. It is strongly recommended 
that a careful and complete tax review of 
the estate be made as soon as possible after 
the fiduciary has qualified, with a list of 
all the unusual data which should be accu- 
mulated for the federal estate tax return 
and for the subsequent audit by a revenue 
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agent. The list should be actively used as a 
check and a follow-up until all the data 
have been assembled. 


No two estates produce the same tax 
problems, but certain fundamentals apply 
to many estates. The more or less detailed 
check list that follows may serve as a 
basis for an intelligent tax review of new 
estates, modified or expanded, as the per- 
spicacity of the reviewer may suggest. 


Cause of Death 


As an example of the care that should 
be given to details in assembling informa- 
tion for the federal estate tax return, let 
us turn to Sheet II of the form itself, 
the page headed “General Information,” 
which specifically inquires the cause of 
death and the length of the last illness. If 


_the decedent has made any gifts or trans- 


fers which are not to be admitted by the 
executor as transfers in contemplation of 
death, the answers to these two questions 
should be carefully and correctly phrased. 
The answers should make no admission of 
circumstances not exactly in accordance 
with the facts. The death certificate should 
be consulted and kept on file. Not in- 
frequently death results from a recent ail- 
ment, and the recurring manifestations of 
an older ailment are not necessarily con- 
tributory. The older ailment may have 
originated even before the transfer or gift 
was made, but may not have been serious 
enough to give the patient any real concern 
or to cause him to “contemplate death.” 
Conversely, the cause of death may be an 


ailment, such as cancer, known to the 
doctor before the time of the gift; but 
knowledge of the seriousness, or even exist- 
ence, of the disease may have been care- 
fully and successfully kept from the patient 
for many months before and after the 
time of the gift. I had a part in just 
such a case. The examining agent at first 
believed he had a good “contemplation-of- 
death” motive, as the cancer dated back 
beyond the gift; but we had explored the 
situation with the decedent’s sons and 
daughters and with the doctor, and con- 
vinced the conferee by testimony and af- 
fidavits that the decedent was not aware of 
the malignancy of his disease. Conse- 
quently, the gifts were not taxed as part 
of the gross estate. If the true facts had 
not been ascertained and recorded soon 
after death, while the memories of the 
family’s loss were strong, it is at least 
doubtful that the helpful testimony of the 
doctor and the children would have been 
as sure and certain two years later when 
the contemplation of death issue had to be met. 


Decedent's Physicians 


The next question on Sheet II asks for 
the names and addresses of the decedent’s 
physicians. Where a transfer has occurred 
during life and the estate tax examiner is 
investigating for contemplation of death, 
it is customary for him to call on the 
physicians and review their office records, 
and often to discuss the decedent’s medical 
history with the doctors. The professional 
records can easily be used to invoke dis- 
cussion; I have known of more than one 
instance in which the dottor unwittingly 
“built up a case” 
through unfamiliarity with the specialized 
tax refinements of contemplation-of-death 
decisions. If the case must be taken into 
informal conference or formal litigation, 
the true facts can be brought out; but the 
doctor may be put in the position of say- 
ing, “If that is what I said, I did not 
realize the full purpose of the inquiry, and 
the facts are not as indicated but are so 
and so.” Naturally, such a misunderstand- 
ing results in a loss of time and in un- 
necessary expense, and is prejudicial to the 
taxpayer in the event a compromise is 
indicated. To avoid such a false start, it 
seems entirely proper for a representative 
of the estate to get in touch with the 
doctor soon after the death, while the 
medical history is particularly fresh in his 
mind, and tell him of the many details 
that may be under examination in the next 
few years in connection with the federal 
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for the tax collector , 








estate tax audit. It is an excellent idea 
for the estate’s counsel to be present and 
to outline the general theory behind a 
contemplation-of-death issue. . Through 
the presence of reputable counsel at the 
meeting, the estate representative is also 
protected from the claim that a witness 
was coached. 


Often several physicians are named in 
the estate tax return. The bills paid by 
the estate for medical services rendered the 
decedent should be checked for names 
of doctors who may have attended the 
decedent. A general check-up should be 
made with members of the decedent’s im- 
mediate family for names and addresses of 
physicians and specialists who have ren- 
dered professional services during the last 
illness, in order that the list in the return 
itself may be complete and correct. In 
addition, if there are other doctors who 
attended the decedent about the time of the 
inter-vivos transfer, their names and ad- 
dresses should be kept in the estate’s files, 
and they should be asked to preserve their 
records until the estate tax liability is settled. 


Hospitalization 


The next request in the return is worded, 
“If decedent was confined in a_ hospital 
during his last illness, give the name and 
address of hospital.” Where the decedent 
during his lifetime has made gifts or trans- 
fers to be disclosed in Schedule G but not 
admitted as part of the gross estate, the 
executor would do well to inspect the hos- 
pital records, if any, not only for the last 
illness but also for any prior hospital- 
ization. These same records will in all 
probability be inspected by the estate tax 
agent if he is considering a contemplation- 
of-death case; and the executor should be 
prepared in advance with a full knowledge 
of the records, whether they are helpful 
or damaging to the taxpayer’s case. 


Age 


As to the date and place of birth, 
accurate information is generally obtainable 
from the decedent’s family. If there are 
insurance policies, it is well to check such 
items in the application attached to life 
insurance contracts before the policies are 
surrendered. Annuity contracts may also 
afford a means of checking the date of 
birth. The age of the decedent has a 
bearing on the possible taxability of cer- 
tain life time transfers, and should be care- 
fully established. 
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Safe-Deposit Boxes 


On Sheet III of the return, a question 
that may be most important is worded, 
“If any of the contents of the safe-deposit 
box are omitted from the schedules, explain 
why.” Frequently the explanation of the 
omission of certain items is easy, i.e., 
“stocks registered in the name of Mary 
Doe, decedent’s wife,” or “jewelry in manila 
envelope marked ‘property of Jane Doe, 
decedent’s sister’.” The examining agent 
will undoubtedly require much more in- 
formation, and the time for the executor 
to obtain such information is when the 
box is first opened after death. 
description of all items should be taken 
down and their approximate value ascer- 
tained. For instance, stock certificates 
should be listed to show the number of 
shares, the complete name of the corpo- 
ration, the state of incorporation, the series 
number, the date of issue, the name in 
which issued and details and dates of any 
assignments. Furthermore, the executor 
should trace the method of acquisition of 
all assets belonging to others than the 
decedent, and retain information which 
would prove that such assets were not 
acquired directly or indirectly from the 
decedent, or that the decedent had received 
“adequate and full consideration in money 
or money’s worth.” Of course, if any 
such assets belonging to others were 
acquired by gift from the decedent, all 
the circumstances should be noted for the 
estate’s records, to combat the probable 
claim that the gifts were in contemplation 
of death or to take effect at death. 


Trust Interests 


The next three questions ask those execu- 
ting the return to certify that they have 
made “diligent and careful search” for (1) 
property of every kind left by the decedent; 
(2) lifetime gifts of the value of $5,000 or 
more (not $3,000, the gift tax exclusion); 
(3) trusts created by the decedent or by 
other persons under which the decedent 
possessed any power, beneficial interest or 
trusteeship. 


As to the last class, it is important to 
check the income tax returns filed by the 
decedent for trusts from which he may 
have been receiving income. Trusts in 
which he held powers or trusteeship with- 
out a beneficial interest would not, of 
course, be referred to in the income tax 
returns, unless possibly through commis- 
sions he received as trustee. Where the 


Federal Estate Tax Return 


A full . 


decedent has had any of the enumerated 
interests in a trust, copies of the instru- 
ment, whether it be a will or deed of trust, 
should be obtained and studied for tax 


implications, A certified or verified copy 
should be filed with the federal estate tax 
return; and it is wise to obtain the certi- 
fication or verification of the instrument as 
part of the routine of the advance survey, 
rather than delay—and maybe forget—until 
the day for filing the federal estate tax 
return suddenly appears on the calendar. 


Optional Valuation 


Consideration of the use of the optional 
valuation is not really part of the advance 
survey; I mention it here only to urge that 
full consideration be given to the income 
tax effects, particularly on sales profits 
and losses during the year. In the case of 
decedents dying after October 21, 1942, 
the use of the optional valuation for federal 
estate tax changes the income tax basis. 
It is not safe to assume that the optional 
valuation, if lower, should be used wherever 
the estate tax reaches a rate higher than 
the twenty-five percent capital gains tax. 
There may be loss sales within the first 
six months, a short-term capital loss; or 
some of the assets sold at a loss may be 
non-capital assets, such as business real 
estate. Various combinations appear, and 
in certain estates it is important to consider 
the income tax effects very carefully for 
past transactions and those possible or 
probable in the future. If there are inter- 
vivos trusts not to be admitted as part of 
the gross estate, the effect of the election 
of Section 811 (j) on their valuations must 
be taken into account, weighing, of course, 
the possibility that all or a part of their 
value may have to be taxed as part of the 
gross estate. 


While 811 (j) is under discussion, it may 
be worth while to quote an _ informal 
ruling with which the reader may not be 
familiar. This ruling, in the form of a 
letter dated August 1, 1947, from the Office 
of the Commissioner of Internal Revenue, 
is addressed to a Philadelphia bank: 


“Reference is made to your letter of 
June 9, 1947, enclosing a copy of an ad- 
judication of the Orphans’ Court of Phila- 
delphia County, and inquiring as to the 
optional valuation of property in the estate 
of the above-named decedent where the 
optional valuation method under section 
811 (j) of the Internal Revenue Code is 
elected. 
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“The account of the executors was filed 
in the Orphans’ Court and called for audit 
on May 5, 1947. The adjudication was 
handed down on May 8, 1947, and became 
final fifteen days later as no objections 
were presented in the interim. The Court 
did not direct the filing of a schedule of 
distribution. 


“You inquire whether you should use 
May 8, 1947, the date the account was 
confirmed NISI, or May 23, 1947, the date 
the account became final, for valuation 
purposes. 


“It is believed that the decree does not 


effect distribution until it becomes final. 


and that in this case, May 23, 1947, should 
be used as the optional valuation date for 
the property distributed pursuant to the 
decree. If a schedule of distribution had 
been directed by the Court, the date upon 
which the schedule was approved by the 
Court should be used.” 


Real Estate 


Schedule A of the federal estate tax 
return requires the listing and valuation 
of all real estate in the United States 
owned by the decedent. The property 
should be described or identified sufficiently 
that the federal estate tax agent may visit 
it or otherwise check its value. It is not 
sufficient to list an item merely as “farm 
in Bucks County, Pennsylvania.” The acre- 
age and improvements should be specified, 
and in some cases the metes and bounds 
or the book and page, and the county in 
which the deed is recorded. Such informa- 
tion should be obtained from the title 
papers while they are in the executor’s 
possession, and before they are delivered 
to the devisee if the real estate does not 
remain under the control of the executor 
as such or as trustee. It is embarrassing, 
of course, to have to borrow the papers 
from the devisee when the time for pre- 
paring the estate tax return arrives. 


When a sale is pending and the title 
company asks for a certificate releasing the 
federal estate tax lien, the efficient tax man 
will anticipate the request and obtain the 
certificate from the Commissioner in ad- 
vance of the real estate settlement, to pre- 
vent delay in the settlement or an exception 
by the title company. 


When appraisals are requested for values 
as of the date of death, it may be wise to 
tell the appraisers that they may be re- 
quested to re-appraise a year after death, 
or as of an interim date if the property is 
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disposed of other than by sale during the 
year. They will thus be forewarned to 
retain their memoranda to facilitate the 
second valuation. 


Stocks and Bonds 


Stocks and bonds owned by the decedent 
will be listed in Schedule B. In those 
jurisdictions where “inventories and ap- 
praisements” are used, much labor can be 
saved by adopting the inventory as an 
exhibit for Schedule B. In my institution, 
we have worked out a form of inventory 
to permit the showing of the “subsequent 
valuation date” and the “value under option” 
for each security. The number of extra 
copies of the inventory that will be needed 
for the various death tax returns is antici- 
pated, and these extra copies are run off 
for the tax division when the inventory 
is reproduced. There is another advantage 
in that the reproductions do not have to 
be checked for accuracy or completeness. 
I hesitate to guess how many hundreds 
of payroll dollars have been saved in the 
four or five years we have been using stock 
and bond inventory copies as exhibits for 
Schedule B. 


In substantiation of the worthlessness of 
securities listed as of no value, it is good 
practice to insert a notation that the worth- 
lessness was determined from a standard 
reference service, e.g., “Worthless per Scud- 
der, Vol. IV.” Or the facts may come 
from the executor’s correspondence file, 
and the notation might read, “Charter for- 
feited in 1931, per letter on file dated 
March 22, 1948, from the Secretary of 
State, Harrisburg, Pennsylvania.” If the 
inventory and appraisement as originally 
prepared do not show these details, the 
assembling of the information is one of 
the many things that can be done in ad- 
vance of the final preparation of the estate 
tax return, 


If the decedent owned closely held or 
unlisted stock, unlisted bonds or financial 
interests to be valued in Schedule F as 
“Other Miscellaneous Property,” the execu- 
tor will generally need a current balance 
sheet and earnings statements for at least 
five years. The need for additional copies 
for the estate tax returns should be antici- 
pated and sufficient copies prepared in advance. 


Bank Balances 


Bank balances listed in Schedule C should 
be verified in advance with the depository, 
either by reference to the bank statement 
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for the period including the date of death 
or by direct communication with the bank. 
It is not safe to assume that the closing 
balance paid to the executor is the exact 
balance at the date of death, as the bank 
may have honored checks presented for 
payment a day or so after death before 
notice was received. In such a case, the 
independent verification of bank balances 
by the office of the internal revenue agent 
in charge will disclose inaccuracies and 
result in unnecessary adjustments between 
gross estate and deductions. The net estate 
may not be changed thereby, but such 
adjustments give an impression of carelessness 
to the examining agent and to others who 
inspect the statement of changes after audit. 


Interest-bearing savings accounts should 
be analyzed for balances and accrued inter- 
est as of the date of death. The latter 
should be distinguished from any interest 
accruing after death to the time of pay- 
ment, as the last-mentioned item is not 
subject to federal estate tax. Furthermore, 
where the passbook has not been presented 
periodically for the addition of annual or 
semiannual interest, care should be taken. 
to separate the interest constructively re- 
ceived in various years, so that the proper 
record is available for income tax purposes. 


A carefully prepared inventory and ap- 
praisement would eliminate the need for 
such check-ups by the tax man; but these 
details are often considered to be of slight 
importance for court accounting, and the 
tax man frequently has to “fend for him- 
self,” or at least exercise close supervision, 
if he wishes to produce an accurate estate 
tax return. 


The preparatory review of mortgages and 
notes should pay special attention to those 
items valued at less than par, to make sure 
that the estate’s files hold sufficient inform- 
ation to support the valuation, as well as 
copies of all statements, letters and other 
papers that may be requested by the ex- 
amining agent. 


Life Insurance 


One of the most fertile fields for litiga- 
tion in estate tax work at present is the 
realm of life insurance. It may have been the 
elimination of the $40,000 insurance exem- 
tion in 1942 that prompted the intensified 
drive to include practically all policy pro- 
ceeds in the gross estate of the insured. 
The final answer as to taxability in many 
situations is still undetermined; and we can 
anticipate only confusion and doubt until 
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the Supreme Court has spoken, or until 
Congress enacts remedial legislation. It is 
especially important, therefore, to make a 
comprehensive review of all life insurnace 
contracts. The best time for the review is 
before the policies are surrendered to the 
issuing companies. Some policies may not 
come into the executor’s possession unless 
specially requested, but the tax man should 
make sure that he reviews all policies. 


If the life insurance policy is clearly 
taxable by reason of the retention of inci- 
dents of ownership by the decedent, not 
much additional information need be ob- 
tained. The exact reason for taxability 
should be noted on the insurance review 
sheet, so that no doubt may exist a year 
later when the estate tax return is com- 
pleted. The insured’s date of birth can 
be checked in the application attached to the 
policy. Often the application will show 
the names of other companies in which 
the decedent is insured and the amounts of 
those other policies. The reviewer should 
make sure that he can account for such 
policies. If the application lists a policy 
not found at the decedent’s death, the 
executor should verify by letter from the 
insurance company that the entire contract 
was cancelled with no residual value, and 
determine the date of cancellation. The 
past existence of such a contract may be 
disclosed to the estate tax agent through 
reference to it on the Life Insurance State- 
ment, Form 712, and the executor should 
have proof at hand that the policy had 
been cancelled and had no value at the 
date of death. 


Incidents of Ownership 


Where there is any doubt of the existence 
of incidents of ownership in the insured. 
or of the,date when incidents were surren- 
dered, the executor should obtain a sta‘e- 
ment of these facts from the insurance com- 
pany. Old_ policies—particularly those 
written forty or more years ago—may be 
inconclusive in their terms as to the owner- 
ship of rights, and it may be helpful to 
obtain a letter from the issuing company 
as to whether or not it would have recog- 
nized the beneficiary as the sole owner 
during the lifetime of the insured. 


If, by assignment or otherwise, the 
ownership of the policy is to be considered 
as belonging to someone other than the 
insured decedent and not taxable, photo- 
static .or reconstructed copies should be 
obtained and held by the executor, in dupli- 
cate, in order that one copy may be handed 
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to the estate tax agent at his request. Of 
course, the copies should be complete with 
all attachments, such as changes of bene- 
ficiary and assignments. 


Where taxability in full or in part may 
depend on the direct or indirect payment 
of premiums by the insured, the necessary 
factual data should be obtained as quickly 
as possible before the sources of such in- 
formation are dissipated. 


If there appears to be taxable insurance 
payable to a beneficiary other than , the 
estate, and the executor may enforce a 
right of contribution for a share of the 
death taxes, the insurance beneficiary 
should be told of the apportionment of 
tax even before the insurance is collected, 
in order that he may make provision for 
his estimated share. This matter of a 
reserve for tax is particularly important 
where insurance may be subjected to tax 
in the audit of the return even though 
it is not admitted as taxable when the return 
is filed. Any estimate of contribution from 
the beneficiary should always be stated as 
tentative and subject to adjustment when 
the final estate tax liability is determined 
after audit. 


Jointly Owned Property 


Schedule E calls for a disclosure of 
property owned jointly with right of sur- 
vivorship. Such property is includible in 
the gross estate at its full value unless it 
can be shown that a part or all of the 
property originaly belonged to the other 
tenant or tenants and was never received 
or acquired by the other tenant or tenants 
from the decedent for less than an adequate 
and full consideration in money. or money’s 
worth. For any exclusion of a part or all 
of the value, the contribution by someone 
other than the decedent must be demons- 
trated. The burden of proof is definitely 
on the decedent’s personal representative. 
This proof should be obtained by the per- 
sonal representative as soon as possible 
after qualifying, and should be recorded “in 
black and white,” with as many factual 
exhibits‘ as are deemed necessary. Copies 
of wills, photostatic copies of gift tax 
returns, schedules of distribution, bank 
statements, letters—all may be important 
exhibits to submit, either with the federal 
estate tax return or to the revenue agent 
examining the return, to support an exclu- 
sion as to some part or all of the value 
of joint property. The important. thing 
is to accumulate the data and the proof 
during the early administration of the estate. 
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As in the case of insurance, apportion- 
ment of the tax to the taxable portion of 
joint property should be anticipated in 
those cases in which the estate will ask 
for reimbursement. ‘The one taking the 
property by survivorship should be fore- 
warned of the tax liability, and of any 
situation that might increase the liability 
for his or her share of tax. 


Miscellaneous Property 


Schedule F requires the listing of other 
miscellaneous property. There may be 
trouble in ascertaining the exact value of 
some of the items. An experienced tax 
man often can anticipate difficulties here, 
and arrange frequent follow-ups to press 
for a determination of the tax values. 
Where the decedent has owned annuity 
contracts with some value remaining after 
his death, the federal estate tax values 
should be obtained from the insurance 
companies and checked as to the calcula- 
tions. The contracts themselves should 
be subjected to a tax review before they 
are passed on to a beneficiary, so that their 
terms and provisions are on record. Occa- 
sionally it is possible to establish a lower 
death value for state tax purposes than 
for federal estate tax, through the use of 
different criteria of value, capitalization 
rates and mortality tables. 


If appraisals of personal effects or other 
miscellaneous items have been obtained, it 
is worth while to check on any amounts 
realized by actual sale, whether the sale is 
by the executor or by the distributee, in 
order to spot appraisals that are excessive, 
though made in good faith. 


If there is accrued income from estates 
or trusts, copies of the trust instruments 
should be obtained and carefully examined 
for rights and powers that might subject 
the corpora to tax in the estate of the 
decedent. It may take time to determine 
the exact amount of accrued income, or 
of the co-fiduciary’s commissions due the 
decedent; and any difficulties should be 
anticipated and worked on before the an- 
niversary of death approaches. 


Transfers During Life 


Schedule G deals with the decedent’s 
transfers during his life. Such transactions 
are entirely completed before death, there- 
fore, and the tax man can begin immediately 
to accumulate factual data for this sched- 
ule. Work on this schedule should be 
begun very soon after the executor has 
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qualified, while the family or friends most 
familiar with the decedent’s affairs are 
available. I remember a case in which the 
widow and children moved from Pennsyl- 
vania to California soon after the funeral 
and many of the family records were put 
in storage. It became increasingly difficult 
to obtain information and important papers. 


A complete set of gift tax returns should 
be obtained and analyzed together with 
any statements of changes from the Com- 
missioner or the internal revenue agent in 
charge. It is wise to check with the Gift 
Tax Unit of the Office of the Collector 
of Internal Revenue as to the completeness 
of the set of returns and the tax liability 
satisfied. Missing returns and changes in 
returns filed are often brought to light 
by such a check. 


If the decedent has made transfers in 
trust, the estate should obtain a verified 
and a plain copy of each trust instrument 
to file with the federal estate tax return, 
and an extra copy for the estate’s files. 
Each deed of trust should be very care- 
fully reviewed for the possible incidence 
of federal estate tax (as well as the state 
death tax and income tax changes by 
reason of the settlor’s death). If a trust 
is found to be taxable or possibly subject 
to tax, the trustees should be notified, 
especially where the executor would expect 
to apportion a share of the tax to the trust. 


Refutation of Death Motive 


If the contemplation-of-death theory may 
be advanced by the Commissioner’s repre- 
sentatives, the executor and counsel should 
buttress their position by obtaining as 
many facts and_ sidelights as_ possible 
to refute the death motive. The medical 
and state-of-health details have been dealt 
with in previous paragraphs in discussing 
the cause of death and the length of the 
last illness. The estate representative often 
can obtain helpful information from the 
decedent’s immediate family and from his 
close friends, and thus be prepared to 
demonstrate activity and a zest for living, 
rather than a fear of death. It is good 
to have such a picture well in mind at 
the first visit of the auditing agent, so 
that he may not entertain any doubts as to 
the health and activity of the decedent 
at the time the gifts were made. I can 
remember one case in which the decedent 
had made a number of substantial gifts, 
some not many months before he died and 
many at an age when the average man 
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would have given up most physical activi- 

ties. His daughter was aghast to learn 

that the later gifts might be considered 

by the taxing authorities to have been 

made in contemplation of death. She 

casually mentioned that she had taken a 

roll of moving pictures of her father de- 

scending the Grand Canyon on horseback 

shortly after the last gifts were made. The 
film was, of course, dramatic evidence of 
activity; and we were able to combine the 
vacation views with a good word-picture 
of business life at home. At the beginning 
of the estate tax audit, when the agent 
was showing great curiosity about the 
several million dollars in lifetime gifts to 
the decedent’s children and grandchildren, 
we carefully mentioned the Grand Canyon 
movies and offered to show them to him. 
He undoubtedly realized, as we did, that 
the movies would make an excellent exhibit 
for us in court; and we had no difficulty 
in settling the tax liability without recourse 
even to the Conference Unit. The point 
of this story is that the material to support 
the estate’s position was obtained soon 
after the decedent’s death, and was avail- 
able for presentation to the examining 
agent. The roll of motion-picture film 
might not have been brought to the exe- 
cutor’s attention if there had been delay in 
preparing for the contemplation-of-death issue. 


Powers of Appointment 


Schedule H requires the showing of 
powers of appointment, whether possessed, 
exercised, released or limited by the de- 
cedent. Duplicate copies of instruments 
granting powers, and of instruments exer- 
cising or releasing the powers, should be 
obtained as soon as possible for eventual 
filing with the federal estate tax return. 
One copy of each instrument should be 
certified or verified. 


As to filing instruments under which the 
decedent was acting only as trustee, the 
practice may vary in different localities. 
But I understand that copies of the in- 
struments should at least be assembled by 
the executor and retained for examination 
by the auditing agent. 


For property previously taxed, it will be 
necessary to have a copy of the federal 
estate tax return of the previous decedent 
and any statements of changes following 
the audit, possibly with brokers’ statements, 
court accountings, schedules of distribu- 
tions and all other records that are needed 
to identify previously taxed property. Re- 
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member, though, that the deduction for 
previously taxed property is entirely elimi- 
nated by the Revenue Act of 1948 between 
a husband and wife if the decedent died 
after December 31, 1947. 


Anticipatory work can be done on the 
debts and deductions for Schedules J and 
K. Expenditures of the estate can be 
analyzed and classified before memory of 
the detail fades. 


The variety of deductions is such that 
it is not feasible here to dwell on the details 
of a preparatory review. My comments 
above on several of the asset types can 
be used as a suggestion for an analytical 
and anticapatory approach to preparing 
the lists of deductions for the estate tax 
return. The new marital deduction will 
be an important consideration for the estates 
of decedents dying after December 31, 1947, 
and leaving a surviving spouse. In those 
jurisdictions where a taking against the 
will can affect the marital deduction, there 
may be new and impelling reasons for a 
comprehensive tax review in the early stages 
of administration. 


Due Dates 


Finally, Sheets XX and XXI of the return 
remind us that the due date of the tax 
and of the return itself will fall on a 
certain day in the future. If there is a 
co-executor, he should be told that his 
approval and signature will be required, 
probably some time between the first an- 
niversary and the fifteenth month after death. 


As soon as a rough estimate of the tax 
can be made, a plan should be evolved for 
making sure that the required funds will 
be available. The estimate may have to be 
revised from time to time as more informa- 
tion about assets and deductions is ac- 
cumulated, and then rechecked when the 
draft of the return is in form satisfactory 
for a more exact calculation of tax. 


A court-certified copy and a plain copy 
of the decedent’s will should be filed with 
the return. I make it a practice to acquire 
these copies when the preliminary federal 
estate tax notice is prepared, so that they 
will always be on hand for the filing date. 


Estate-planning men speak of “pre-ad- 
ministering” an estate. Much can be done 
in the same way in preparing for the 
federal estate tax return. Novel situations 
develop in a large number of estates, and 
the one in charge of the tax work should 
anticipate the tax problems and prepare in 
advance for filing date and for the audit 
of the return. Some of the problems, 
such as cash requirements and apportion- 
ment of tax, may affect only the executor 
and beneficiaries, while other problems, such 
as inter-vivos gifts and taxability of insur- 
ance policies, may be faced most realisti- 
cally by the tax man who places himself 
in the position of an examining agent and 
then checks on those details that an intel- 
ligent agent would be apt to stress. All in all, 
the preliminary tax review can be a fascinating 
exercise of judgment and foresight, with the 
ultimate satisfaction of completing a well-pre- 
pared return on time. [The End] 


iSsernrEnEnEEEEnSUEnEEnE EERE _coennEEEEEEEEEEREEEEEEEEREERERE 


STATE TAX COLLECTIONS 


The Bureau of Census reports that the states collected $7,900,000,000 during 


the 1948 fiscal year, a substantial increase over the 1947 collections. 
part of this increase came from collections of the sales tax. 


A great 
These were up one 


fourth over the preceding year and three times over 1940. Another factor in the 
total all-state increase is the fact that there were four new sales tax states in 


this last fiscal year. 


California, Nevada and Colorado. 
figures are the Southern states. 


In per capita collections the Western states head the list, 
Washington leading with $91 collected per person. 


Next in order are Arizona, 


The low-tax states according to the per capita 
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Working with the New 


Estate Tax Provisions 


By DAVID STOCK 


MEMBER OF THE NEW YORK, ILLINOIS AND PENNSYLVANIA BARS; 
NEW YORK ATTORNEY ENGAGED IN TAX AND ESTATE PRACTICE 


N THE BRIEF PERIOD since the en- 

actment of the Revenue Act of 1948, there 
has appeared a considerable amount of helpful 
material comprehensively describing the 
new federal estate tax provisions and in- 
dicating the readily apparent problems in 
their application. It is not the purpose 
of this article to treat the subject in that 
broad manner. Rather, it is intended to 
submit for consideration a few of the func- 
tional problems that have presented them- 
selves to the author in the review of estate 
programs and the redrafting of wills, and 
some suggestions for their practical solution. 


Perhaps the most common type of trust 
will is the one in which the residuary 
estate is left in trust for the surviving 
spouse with remainders to issue or to other 
beneficiaries. For convenience, the word 
“wife” will be used generally in this article, 
but is intended to refer to the “surviving 
spouse,” whether the husband or the wife. 
Such a trust, rather than outright distribu- 
tion, has been motivated, in varying degrees, 
by the desire to avoid a second estate tax 
that might otherwise become due at the 
death of the surviving wife, and by the 
testator’s reluctance to entrust the owner- 
ship or management of the estate to his wife. 


Such testators will continue to be in- 
terested in avoiding double estate taxation, 
at least with respect to that part of the 
estate which will not be used for the 
marital deduction, and, if they are trust- 
minded, probably will wish to keep the 
so-called marital portion of the estate in 
trust for the surviving spouse. This dis- 
cussion will be directed primarily to trust 
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wills, although some of the subjects herein- 
after referred to are obviously applicable 
to outright distribution as well. 


Where the husband has all of the 


_ property and the wife has none, it is ob- 


viously indicated that the husband should 
arrange his affairs so as to obtain the 
maximum marital deduction of one half of 
his adjusted gross estate. The determina- 
tion of the portion of the testamentary 
estate or of other interests that can be 
used most economically for the marital de- 
duction, however, will not be such a sim- 
ple matter in most cases, and will involve 
a consideration of various factors, such as 
the relative sizes of the testamentary es- 
tates of the two spouses, their taxable 
interests that will pass dehors their wills 
and the liquidity of their estates. 


Since the marital portion passing to the 
wife will become a part of her taxable 
estate, it is a matter of simple arithmetic 
to determine the size of the marital deduc- 
tion which, by reducing the husband’s 
taxable estate at his higher brackets and 
increasing the wife’s taxable estate at her 
lower brackets, will produce the most 
economical aggregate tax on both estates 
—on the assumption that the principal of 
the marital portion will have a static value 
until the wife’s death, and will be undimin- 
ished by consumption. 


In few cases will it be possible to proceed 
upon such simple premises. Thus, con- 
sumption of principal by the wife or inter- 
vivos gifts by her may be anticipated in 
certain cases, or may even be deliberately 
planned; and the reduction in the wife’s 
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taxable estate resulting from such con- 
sumption or gifts may justify a larger 
marital deduction by the husband than 
would otherwise be the case. Furthermore, 
the marital deduction calculated to pro- 
duce the best tax result may advisedly be 
subordinated in some cases to more com- 
pelling practical considerations. 


For example, one fourth of the husband’s 
estate may be indicated as the most eco- 
nomical marital deduction, because of prop- 
erty owned by the wife. But the husband’s 
estate may consist primarily of an interest 
in a closely held business; and the estate 
tax, even as so reduced, may constitute a 
critical threat to the continuance of the 
business. In such a case, he may be well 
advised to pass the maximum of one half 
of his estate to his wife, even though, 
theoretically, this will unduly increase the 
tax on the wife’s estate. The substantial 
lightening of tax on his estate may enable 
the business to continue. If his wife 
should survive him for a considerable time 
and the business should prosper, presum- 
ably she could accumulate the necessary 
funds to meet the estate tax on her estate, 
or could reduce her estate by making 
living gifts of her own property. If the 
business should not prosper, the estate val- 
ues would diminish or disappear. In such 
situations (and there are many) the maxi- 
mum marital deduction, by reducing the 
first estate tax by considerably more than 
one half, may afford a considerable period 
of respite to unliquid estates. 


Scope of Marital Trust 


When the scope of the marital deduction 
has been determined, its effectuation in 
the drafting of the will requires careful 
consideration, and at this early stage of 
experience with the new law may present 
some difficult problems. A marital de- 
duction to consist of a portion of the 
residuary estate—say one third or’ one half 
—presents no particular problem. It is 
suggested that, where possible, the marital 
provision should be expressed in terms of 
such a simple portion of the residuary 
estate rather than in relation to the ad- 
justed gross estate. (In substance, the ad- 
justed gross estate is the value of the gross 
estate as determined for federal estate tax 
purposes, less debts and administration 
expenses.) Such provision of a portion of 
the residuary estate will require a change 
in the traditional order of the dispositive 
provisions in wills. Instead of the residuary 
estate’s being the remainder of the estate 








after all debts, expenses, taxes and non- 
residuary dispositions, it will be the estate 
remaining after debts and expenses but 
before any legacies and devises and before 
estate and inheritance taxes. That is to 
say, the estate remaining after debts and 
administration expenses, but before estate 
and inheritance taxes, will be the residuary 
estate. The determined portion of the 
residuary estate will be specified as the 
marital portion, and it will be provided 
that all of the legacies and -devises and 
estate and inheritance taxes are to be paid 
out of the other or nonmarital portion. 


The use of this simple method presup- 
poses that the testator will not have a 
substantial nontestamentary taxable es- 
tate, such as taxable life insurance, powers 
of appointment or inter-vivos trusts, or 
that the testator will be able to carve out 
of such nontestamentary interests the same 
marital portion as under his will. 


Where nontestamentary interests are in- 
volved, however, and it is not feasible or 
advisable to give the wife the same portion 
thereof as of the residuary estate, or where 
the client wishes to take the maximum 
marital deduction and this simple method 
does not make that possible or certain, the 
testamentary interest to the wife will have 
to be expressed in terms of the adjusted 
gross estate. This is no simple matter. 
In such a case, the residuary legacy or 
trust to or for the wife may be expressed 
functionally either (1) as an amount equal 
to the desired portion of the value of the 
adjusted gross estate as determined for 
federal estate tax purposes, or (2) in terms 
of a portion or ratio of the residuary estate 
which the desired portion of the value of 
the adjusted gross estate bears to the value 
of the residuary estate. The following 
simple examples will serve to illustrate the 
two methods. 


The testator has an adjusted gross estate 
of $400,000, consisting of $50,000 of life 
insurance payable outright to his wife and 
$350,000 of net testamentary assets, after 
the payment of all claims and administration 
expenses and before taxes. Under method 
(1), an amount for the wife would be 
specified in a manner which may be out- 
lined as follows: the amount equal to the 
difference between (1) one half of the value 
of the adjusted gross estate, as determined 
for federal estate tax purposes (the maxi- 
mum marital deduction of $200,000), and 
(2) the value of other property qualifying 
for the marital deduction ($50,000 of life 
insurance) or $150,000. 
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This amount will be provided by the 
executors whether the estate appreciates 
or depreciates by the time the legacy or 
trust is provided. This method will entail 
the disadvantage of any general pecuniary 
legacy in relation to a fluctuating estate, 
in that it may leave less than the testator 
desired for the other beneficiaries. Further- 
more, in connection with the marital deduc- 
tion, it may result in a marital provision 
larger in amount or proportion than was 
necessary, and may unnecessarily increase 
the wife’s taxable estate. 


Under method (2), a portion of the re- 
siduary estate for the wife would be speci- 
fied in a manner which may be outlined 
as follows: that portion or ratio of the 
residuary estate which (1) one half of the 
value of the adjusted gross estate as deter- 
mined for federal estate tax purposes 
($200,000), less the value of other property 
qualifying for the marital deduction 
($50,000), bears to (2) the value of the 
residuary estate as determined for federal 
estate tax purposes ($350,000)—150/350 of 
the residuary estate as constituted at what- 
ever time the legacy or trust for the wife 
is provided. In effect, this is a fixed ratio 
of the residuary estate to be determined 
as of the date of death and to continue 
until distribution to the trustees. Under 
this method, as contrasted with the use of 
a specified amount, the marital portion will 
consist of the same proportion of the 
residuary estate regardless of when it is 
distributed. Whether the estate appreciates 
or shrinks in value by the time the execu- 
tors make distribution to the trustees, the 
marital and nonmarital portions will con- 
stitute the same proportions of the residu- 
ary estate; based upon the values for federal 
estate tax purposes. 


Regardless of which definition is used 
to obtain the maximum marital deduction, 
it will be necessary to provide specifically 
that all estate and inheritance taxes are to 
be paid solely out of the nonmarital portion 
of the estate. Otherwise, any portion of 
such taxes which would have to be borne 
by the marital portion would serve to 
reduce the marital deduction to that extent. 
(See Section 812 (e) (1) (E).) 


The redrafting of most wills entails 
merely an adaptation of the distributive 
pattern in the previous will to the new 
tax provisions, for the purpose of obtaining 
the desired marital deduction. What may 
appear to be a simple way to do this may 
not accomplish the desired result. Such 
adaptation should be made with an eye 
primarily to the requirements of the new 
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tax provisions, even though the lawyer 
may have to depart from his customary 
form or style of draftsmanship. 


For example, if the testator wishes his 
wife to receive the entire income of the 
estate, it will not do to have one residuary 
trust and to give her the power of appoint- 
ment over one half of it. For any trust 
to qualify for the marital deduction, the 
surviving spouse must have the power “to 
appoint the entire corpus free of the trust.” 
The statute clearly calls for a separate 
trust the entire corpus of which shall be 
the basis both of the required income pay- 
ments and of the power of appointment. 


Therefore, where the wife is to have the 
entire income of the estate, it will be neces- 
sary to provide two trusts—the wife to 
have the income from both trusts but the 
required power of appointment over only 
the marital trust. Such separate trusts 
may consist, however, of undivided inter- 
ests in the assets of an entire and com- 
mingled estate and may be administered as one. 


Relation to Statutory Concept 


Among the requirements for qualifying 
a trust for the marital deduction is that 
“under the terms of the trust” the surviv- 
ing spouse must be “entitled for life to all 
the income from the corpus of the trust.” 
One would, perhaps, be justified in assum- 
ing that the word “income” was intended 
to mean the income as determined for 
accounting purposes under the laws and 
practice of the state having jurisdiction 
over the administration of the trust. How- 
ever, the following comment in the Senate 
Finance Committee report indicates that 
Congress intended to avoid the divergencies 
of local treatment by furnishing a required 
uniform federal standard of income: 


“Under the terms of the trust the sur- 
viving spouse must be entitled for her life 
to all the income from the corpus of the 
trust. The term ‘income’ is used here in 
the same sense as it is used in section 162 
of the code, relating to income of estates 
and trusts.” 


Accordingly, the requirements of the 
statute will not be met by providing in 
the will merely that the trustees are to 
pay the “income” or the “net income” to 
the wife; under such a provision, the wife 
would receive whatever constitutes income 
under the local law, which would not 
necessarily be the same as the “income” 
called for by the federal standard. In some 
way, the income provision in the will must 
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be related to the federal standard. At first, 
it might seem that the simple method 
would be to adopt the phrase in the Senate 
Finance Committee report and define “in- 
come” in the will as being used “in the 
same sense as it is used in section 162 of 
the Code.” Unfortunately, and perhaps 
surprisingly, this language, even though it 
was used by the Senate Finance Committee, 
would leave the trustees with a reference 
of uncertain meaning. The term “income,” 
as used in Section 162 in regard to the 
income of a trust, has different meanings; 
and the Senate Finance Committee report, 
in referring to Section 162, did not give 
the slightest indication as to which mean- 
ing was contemplated. It could have had 
reference to the taxable income of the 
trust entity itself, before deductions under 
Section 162 (b); or it could have meant 
the income of the trust upon which the 
beneficiary is taxable. Thus, the income 
of a trust upon which a beneficiary is 
taxable may be greater than the statutory 
income of the trust itseli—as where com- 
missions or other expenses chargeable to 
principal reduce the taxable income of the 
trust but do not reduce the income dis- 
tributable and taxable to the beneficiary. 
(See Code Section 24 (d); Commissioner v. 
John F. Lewis, Jr. [44-1 ustc 79176], 141 
F. (2d) 221; Florence H. Thornton [CCH Dec. 
14,871], 5 TC 1177; I. T. 3830, 1946-2 CB 47.) 


“Income” is used in still a different sense 
in Section 162 (d) (1). (See Regulations 
111, Section 29.162-2, as amended by T. D. 
5380 and T. D. 5458.) In view of these 
uncertainties, it is obviously impossible to 
spell out an adequate intrinsic definition 
of “income” in the will. Therefore, it is 
suggested that the income payable to the 
wife be related to the statute itself, in 
somewhat the following manner: 


“The Trustees shall pay the entire net 
income of Trust A to my said wife, not 
less frequently than quarter-annually, dur- 
ing her lifetime. The net income of Trust 
A to be paid to my said wife, under this 
provision, shall not be less in any year 
than all of the income from the corpus of 
Trust A in the amount and to the extent 
required under Section 812 (e) (1) (F) of 
the Internal Revenue Code to qualify Trust 
A for the marital deduction for federal 
estate tax purposes; and, if the net income 
of Trust A otherwise determined shall be 
less than the amount so required under 
said section of the Internal Revenue Code, 
the Trustees shall nevertheless pay said 
amount to my said wife and shall invade 


the principal of Trust A to the extent 
necessary for that purpose.” 


Estate lawyers will readily envision the 
troublous possibilities that such a measure 
of income may visit upon the trustees, at 
least during the period of interpretative 
evolution; but this is a consideration of 
secondary importance in relation to the 
principal task of first qualifying the trust 
for the marital deduction. In due course 
we may expect authoritative interpretations 
of this as well as of other aspects of the 
new tax provisions. However, any client 
for whom a will is now drawn may die 
in the interim; and the competent prepara- 
tion of such a will necessarily calls for an 
abundance of caution. 


It should be noted that in this suggested 
form the trustees are not directed to pay 
the amount of “income” under the statute; 
rather, the statutory amount is specified 
as the minimum to be paid in any year. 
This is to avoid accumulation of income 
prohibited in some jurisdictions, which 
might result if the statutory amount were 
the sole standard, because tax-exempt in- 
come, such as municipal bond interest, 
would not be a part of statutory income 
but would be income for administrative 
purposes. Also, there is a provision for 
invasion of principal if statutory income 
should require the distribution of items 
such as stock dividends which may not be 
income in the accounting sense. 


As a further precautionary measure in 
connection with the requirement that the 
wife receive all of the income of the marital 
trust, it would be advisable to eliminate 
from the will any of the usual provisions 
giving the trustees the power to determine 
whether receipts or stock dividends are 
income or principal or whether disburse- 
ments should be charged to income or 
principal. The elimination of such provi- 
sions will entail no serious administrative 
complications where, as in Pennsylvania, 
the Uniform Principal and Income Act has 
been adopted. 


Common-Disaster Clause 


Section 812 (e) (1) (D) provides, in 
substance, that where there is a survivor- 
ship provision not exceeding six months 
or a common-disaster clause, the marital 
deduction will not be denied if the wife 
in fact survives such period or does not 
die as a result of a common disaster, as 
the case may be. 


In view of this provision, the use of a 
survivorship or common-disaster clause 
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would now endanger the marital deduction. 
For example, suppose the testator has a 
$400,000 estate and his wife has no property, 
and that he has provided the maximum 
marital deduction for her. They are both 
in an airplane disaster, and the wife sur- 
vives the husband by a few hours. Under 
the usual survivorship clause the wife’s 
interest in her husband’s estate would be 
terminable, and there would be no marital 
deduction. The entire $400,000 would be 
taxable in the husband’s estate. In the 
absence of such a clause, the husband’s 
estate would be taxable on $200,000 and 
the wife’s estate would be taxable on 
$200,000—obviously a considerably smaller 
aggregate tax. 


It would seem inadvisable to use a sur- 
vivorship or common-disaster clause in any 
case in which a substantial portion of the 
testator’s estate is desired as the marital 
deduction. The assurance of such a marital 
deduction will require the relinquishment 
of the purposes for which such clauses 
are customarily used. 


The marital deduction by the husband’s 
estate may be expected to result in estate 
tax on the wife’s estate if the marital 
deduction, either alone or in conjunction 
with the property of the wife, will be in 
excess of the estate tax exemption. And 
appreciation of the property constituting 
the marital deduction or a change in the 
tax rates or exemption may ultimately re- 
sult in a greater aggregate tax than if the 
marital deduction had not been provided. 
The following are submitted for considera- 
tion as methods for the reduction, elimina- 
tion or funding of such tax on the wife’s 
estate. The feasibility of any of these 
methods will depend, of course, upon the 
circumstances and desires of the client. 


Uncompensated Consumption 
of Principal 


The will may provide that the trustees 
are to distribute a certain percentage or 
amount of the principal to the wife each 
vear from the marital trust, or it may give 
the trustees (other than the wife) the 
discretionary power to distribute such prin- 
cipal to her. Depending upon the amount 
of principal so distributed to her by the 
time of her death, the marital trust will 
be reduced and the estate tax thereon 
reduced or eliminated. 


To take a simple and fairly typical case, 
let us assume that the husband had an 
estate of $400,000 and the wife had no 
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property of her own, and that one half of 
the husband’s estate was placed in the 
marital trust. In the first place, the estate 
tax on the husband’s estate would be ap- 
proximately $31,000, compared with $87,000 
if there had been no marital deduction. 
If the marital trust had the same value of 
$200,000 at the wife’s death, the estate tax 
on her estate, at present rates, would be 
about $31,000; if the marital trust was 
reduced to $150,000, the tax would be 
about $17,000; and if it was reduced to 
$100,000, the tax would be about $4,000. 


If a testator wishes to continue to give 
his wife the income from his entire estate, 
and no more, the reduction of the marital 
trust can be accomplished in the following 
manner. Instead of giving the wife the 
income from both the marital and non- 
marital trusts, the wife could be given the 
income from only the marital trust and 
each year an amount of principal from the 
marital trust equivalent to the income 
from the nonmarital trust. In that way, the 
amount to be received by the wife each year 
can be made to equal the income from the 
entire estate. 


The reduction of the wife’s estate, in this 
manner, is predicated, of course, on the as- 
sumption that she will either spend or make 
gifts of the principal she receives. Otherwise, 
the principal will be in her estate when she 
dies. Where she is to receive the income from 
only the marital trust and an amount of princ- 
ipal to equal the income of the entire estate, as 
she would have received under the previous 
will of the testator, it is presumed that 
she will spend it in the same manner. 

The income of the nonmarital trust could 
be given to the children or other benefi- 
ciaries. However, such an arrangement 
may not suit the testator, either because 
he does not wish any other beneficiary to 
receive income or because he wishes to 
keep the principal of the estate intact for 
the remaindermen. In that event, would 
it be possible to provide for consumption 
of the marital trust without giving the 
income of the nonmarital trust to other 
beneficiaries or without having such con- 
sumption reduce the estate? The following 
are suggested as some of the methods that 
may be available to accomplish these pur- 
poses, in whole or in part. 


Accumulation of Income 


In practically all of the common-law 
states (Pennsylvania and New York ex- 
cepted) income may be accumulated during 
the period within the rule aga‘nst per- 
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petuities or the rule against restraint on 
alienation. In these states the will may 
provide for the accumulation of the income 
of the nonmarital trust during the lifetime 
of the wife. If the consumption of prin- 
cipal by the wife is in an amount equivalent 
to Or approximating the income from the 
nonmarital trust, the accumulation of in- 
come in that trust will serve to offset the 
depletion of the marital trust. 


In states which do not permit accumula- 
tion of income for adults, this method 
could operate only during the minority of 
the other beneficiaries. Such accumulation 
after minority would be possible only 
through some other means; if that is not 
feasible, other ways are, perhaps, available 
to offset the consumption of principal. 

A method for accumulation that merits 
careful examination and consideration “is 
the accumulation of income of the non- 
marital portion of the estate in a living 
trust established in a neighboring state 
that permits such accumulation. The tes- 
tator would establish a nominal living 
trust in the neighboring state. The trust 
instrument would direct the accumulation 
of income during the life of the testator’s 
wife, and the trustees would be authorized 
to receive additional living or testamentary 
gifts. In his will, the testator would 
bequeath the nonmarital portion of his 
estate to the trustees of the living trust. 

It appears that in every state where this 
question has come up, both in states which 
recognize incorporation by reference in 
wills and in those which do not, such a 
bequest has been held to be valid as a gift 
to a distinct and ascertainable legatee, viz., 
the trustees under the living trust, which 
the trustees would receive and administer 
under the terms of their trust instrument. 
(In Re Rausch’s Will, 258 N. Y. 327; Swet- 
land v. Swetland, 100 N. J. Eq. 196; Estate 
of Willey, 128 Cal. 1; Nossaman on Trust 
Administration and Taxation, Section 105.) 

It seems fundamentally correct that such 
a testamentary provision for distribution 
to inter-vivos trustees, without incorporat- 
ing by reference in the will the provisions 
of the inter-vivos trust, is a legacy, and is 
no different from a legacy to the trustees 
of a charity or foundation to be admin- 
istered by them under a charter. However, 
this question does not seem to have been 
decided in the Pennsylvania courts. In 
Pennsylvania, for protection against the 
results of a possible court determination 
that such a legacy is void or that the terms 
of the living trust are incorporated in the 


ee 


will by reference, alternative provisions 
could be placed in the will with respect to 
the nonmarital portion. 


Use of Life Insurance 


If the wife is insurable, the testator could 
take out life insurance on her life. De- 
pending upon the circumstances, he could 
provide in his will that the life insurance 
policy should be part of the nonmarital 
trust to be maintained by the trustees, 
or could bequeath the policy to his children 
to be maintained by them. If they are to 
receive the income of the nonmarital trust, 
they will be able to use the income to 
pay the premiums. 


Upon the death of the wife, the life 
insurance proceeds will become part of the 
nonmarital trust or will be received by 
the children, as the case may be, free of 
income or estate tax, and to that extent 
will offset the consumption of the marital 
trust. Furthermore, where the insurance 
proceeds are to go into the nonmarital 
trust, the will may authorize the trustees 
to lend money to or buy assets from the 
executors of the wife’s estate, and in that 
way furnish funds that may be necessary 
to meet the estate tax on the wife’s estate. 


Such insurance on the life of the wife 
would serve a very useful purpose if the 
wife should predecease the testator. In 
that event, unless he remarried, a marital 
deduction would not be available to his 
estate, and the proceeds of such life in- 
surance collected by the testator would 
provide funds to meet the higher estate 
tax on his estate. 


Amid the intense interest in marital de- 
duction, there seems to be a tendency to 
overlook the contingency of the wife’s 
predeceasing the husband. A few hus- 
bands, even in these days, do manage to 
survive their wives. And whereas the em- 
phasis heretofore has been upon life insur- 
ance on the husband for the purpose of 
providing funds for tax purposes, life in- 
surance on the wife may now be an equally 
useful and even more adaptable part of an 
estate program. It will lend itself more 
readily to tax-free treatment. The children 
could carry such insurance on their mother’s 
life with funds supplied by their father, 
without the taxation of the proceeds in 
the estate of either, as neither would have 
legal incidents of ownership in the insur- 
ance and neither would directly or indirectly 
pay the premiums on insurance on his or 


her own life. [The End] 
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AGREEMENTS 


SURVIVOR-PURCHASE 


By GEORGE J. LAIKIN and LEO R. LICHTER 


THE QUESTION IS: WILL THE VALUE SET UPON THE BUSINESS 
IN THE AGREEMENT CONTROL FOR ESTATE TAX VALUATION? 


Bogie respects neither man nor his 
business. Often a valuable business is 
sacrificed because of the pressing need for 
cash to pay probate expense, debts, estate 
and inheritance taxes. Death may thus 
place the continued existence of a business 
in jeopardy and make uncertain the inter- 
ests of surviving business associates. Wise 
businessmen, therefore, should plan for 
death as well as for life. This is true 
whether the business is operated as a sole 
proprietorship, a partnership or a close 
corporation. 


When a sole proprietor dies, his business 
becomes part of his estate and is subject to 
probate proceedings. The executor normally 
will hasten to liquidate it. Probate courts 
frown upon the operation of a business by 
an estate’ unless the will explicitly directs 
it Moreover, there is always the possibility 


1This is an ancient doctrine, enunciated in 
an early case by Lord Mansfield: 


“A trade is not transmissible; it is put to 
an end by the death of the trader. Executors 
eo nomine do not usually carry on a trade; if 
they do so, they run great risk; and without 
the protection of the Court of Chancery, they 
would act very unwisely in carrying it on.”’ 
Barker v. Parker, 1. T. R. 286 (1786). 


2 Unless there is express authority to do so, 
probate courts frown upon the operation of a 
business by an estate. In re Glass Estate, 235 
N. Y. Supp. 299 (1929); Willis v. Sharp, 113 
N. Y. 586 (1889); Hall v. Meriden Trust & Safe 
Deposit Company, 103 Conn. 226, 130 Atl. 157 
(1925); In re Thurber’s Estate, 311 Ill. 211, 


that the executor will be held personally liable.* 


The partnership is equally vulnerable. It 
is dissolved upon the death of a partner, and 
its affairs must be wound up.‘ During this 
process, the surviving partners act as trus- 
tees and are accountable to the estate of the 
decedent for all partnership assets and 
profits.” Provision can be made, of course, 
for the partnership to continue with the 
estate of the decedent as a partner.* To ac- 
complish this, an appropriate agreement 
must be executed during the partners’ 
lifetime. 





142 N. E. 493 (1924); In re Burke’s Estate, 108 
Calif. 163, 244 Pac. 340 (1926). 

3 This is true even though the will authorizes 
the continuation of the business because the 
executor is held to a high degree of care. 

* Wisconsin Statutes (1945), Section 123.26 
(Uniform Partnership Act). 

5 Losch v. Marcin, 251 N. Y. 402, 167 N. E. 
514 (1929); Fleming v. Fleming, 211 Ia. 1251, 
230 N. W. 359 (1930); Vasiljevich v. Radanovich, 
138 Calif. App. 97, 31 Pac. (2d) 802 (1934); 
Moffet v. Pierce, 344 Pa. 16, 24 Atl. (2d) 448 
(1942). 

6 Estate of Friedman, 251 Wis. 180 (1947). 
A retiring partner or a deceased partner’s es- 
tate may restrain the remaining partners from 
the use of the firm name where no provision 
has been made for its retention after the death 
or withdrawal of a partner. Read v. McKay, 
47 Misc. 435, 95 N. Y. S. 935, 48 ALR 1263 
(1905): Hewitt v. Beattie, 106 Conn. 602, 138 
Atl. 795 (1927); Gould v. Gould, 126 Misc. Rep. 
54, 213 N. Y. S. 286 (1925). See also Fuller, 
‘“‘Partnership Agreements for Continuation of 
an Enterprise After the Death of a Partner,’’ 
50 Yale Law Journal 202 (1940). 


Mr. Laikin, a Chicago and Milwaukee. attorney, was formerly special assistant to the 
Attorney General of the United States, handling tax problems and litigation for the 


Tax Division of the Department of Justice. 
article is a reprint from the March, 1948 issue of the Wisconsin Law Review 


Survivor-Purchase Agreements 


Mr. Lichter is associated with him. This 


Although the continued existence of a 
corporation as a separate legal entity does 
not depend upon the life or death of its 
stockholders,’ the impact of death can be 
equally disastrous. The continuity or re- 
placement of management, the sale or devo- 
lution of the shares of the decedent to 
individuals who as stockholders might not 
serve the best interests of the corporation, 
the disturbance of harmonious working 
arrangements between the majority and 
minority stockholders and the uncertainty 
of control are some of the problems that 
must be faced. 


Advantages 


Frequently, the best interests of both the 
decedent’s family and the surviving busi- 
ness associates are served by arranging, 
during the parties’ lifetime, for the sale of 
the business interest at death through the 
medium of a survivor-purchase agreement. 
The decedent’s estate and family are thus 
assured of a ready market for the business 
interest at a fair predetermined price. 
Surviving associates are assured of the 
ownership and continued existence of the 
business.* Disputes and litigation are avoided. 


A survivor-purchase agreement obligates 
the estate of the decedent to sell and the 
survivors to purchase the business interest 
at death. It is valid and enforceable. The 
mutual promises of the parties constitute 
adequate consideration. It is not testa- 
mentary in character.” When it is between 


7A corporation is an entity separate and 
apart from the stockholders. In re Mt. Sinai 
Hospital, 250 N. Y. 103, 164 N. E. 871, 62 ALR 
564 (1924); Bank of Verona v. Stewart, 223 
Wis. 577, 270 N. W. 534 (1936). 


8 Groves v. Aegerter, 226 Mo. A128, 42 S. W. 
(2d) 974 (1931); Alsworth v. Packard, 181 Minn. 
156, 231 N. W. 916 (1930); Didlake v. Roden 
Grocery Company, 160 Ala. 484, 49 So. 38% 
(1909). 


® Kavanaugh v. Johnson, 290 Mass. 587, 195 
N. E. 797 (1935); Rankin v. Newman, 114 Calif. 
635, 46 Pac. 742 (1896): Casey v. Hurley, 112 
Conn. 526, 152 Atl. 892 (1931); In re Rohr- 
bacher’s Estate, 168 Pa. 158, 32 Atl. 30 (1895), 
rev’g 14 Pa. Co. Ct. 568, 3 Pa. Dis. 264 (1894); 
In re Eddy’s Estate, 175 Misc. 1011, 26 N. Y. S. 
(2d) 115 (1941). See also 40 American Juris- 
prudence, Section 311; notes and cases at 73 
ALR 983: Forster, ‘‘Legal, Tax and Practical 
Problems Under Partnership Purchase and Sale 
Agreement,’’ 19 Southern California Law Re- 
view 1 (1945). 

10 Murphy v. Murphy, 217 Mass. 233, 104 N. E. 
466 (1914); In re Fieux’s Estate, 241 N. Y. 
277, 149 N. E. 857 (1925); McKinnon v. Mec 
Kinnon, 56 F. 409 (1893); Lockwood’s Trustee 
v. Lockwood, 250 Ky. 262, 62 S. W. (2d) 1053 
(1933); Kavanaugh v. Johnson, supra, foot- 
note 9. 
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partners or stockholders, it is frequently 
referred to as a “buy-and-sell agreement.” 
When it provides for a corporation to pur- 
chase the shares of a deceased stockholder, 
it is known as a “stock retirement agree- 
ment.” Where life insurance is used to 
provide funds, such instruments are some- 
times called “‘business insurance agreements.”’ 
The term “survivor-purchase agreement” is 
descriptive of the class of instruments as a 
whole and of the purpose they are designed 
to serve. 


Survivor-purchase agreements present 
many income and estate tax problems. A 
primary question is whether the value of 
the decedent’s business interest as deter- 
mined by the agreement is controlling for 
federal estate tax purposes. 


Pegging of Value 


The Internal Revenue Code requires that 
the assets in a decedent’s estate be taken 
at their value as of the date of death." The 
Regulations ” provide that the “value” shall 
be the “fair market value.” This, in turn, 
is defined as “the price at which the prop- 
erty would change hands between a willing 
buyer and a willing seller, neither being 
under any compulsion to buy or to sell.” 
The fair market value is not the price ob- 
tainable on a forced sale. “All relevant 
facts and elements of value as of the ap- 
plicable valuation date [must] be con- 
sidered.”"* Clearly, the determination of 
value of a business interest under the fore- 
going rules is not simple. Disputes and 
protracted litigation with the government 
are frequent. Hence, if values can be pegged 


by a survivor-purchase agreement, an 
important indirect result will have been 
accomplished. 





11 Section 811. 
2 Regulations 105, Section 81.10 (a). 


43 Regulations 105, Section 81.10 (d), provide: 

“Care should be taken to arrive at an ac- 
curate valuation of any business in which the 
decedent was interested, whether as partner or 
proprietor. A fair appraisal as of the appli- 
cable valuation date should be made of all the 
assets of the business, tangible and intangible, 
including good will, and the business should 
be given a net value equal to the amount which 
a willing purchaser, whether an individual or 
a corporation, would pay therefor to a willing 
seller in view of the net value of the assets 
and the demonstrated earning capacity. Special 
attention should be given to fixing an adequate 
figure for the value of the good will of the 
business in all cases in which the decedent 
has not agreed, for an adequate and full con- 
sideration in money or money’s worth, that 
his interest therein shall pass at his death to 
his surviving partner or partners.”’ 
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While the problem of pegging values for 
estate tax purposes has been considered by 
many lower courts, it has not yet been 
passed upon by the Supreme Court of the 
United States. The Supreme Court did, 
however, consider the effect of such an 
agreement under the income tax laws. In 
Helvering v. Salvage,* it held that the agree- 
ment was determinative in fixing the value 
of the shares for income tax purposes— 
that the market value of the shares could 
not exceed the price at which they could 
be repurchased under the provisions of the 
instrument. 

Wilson v. Bowers,* decided by the Sec- 
ond Circuit Court of Appeals, is one of the 
leading cases. Here mutual options were 
exchanged by three stockholders for the 
purchase of their shares at death at a price 
representing a fourth of the true value. One 
of the stockholders died bequeathing the 
stock to one of the others. Although no 
sale had taken place, the court ruled that 


“so long as the option here involved was - 


outstanding, the property could not be sold 
for more than the option price.” The op- 
tion price was accepted for estate tax 
purposes. 

Lomb v. Sugden,” in the same Circuit, 
involved a similar situation. In sustaining 
the value fixed by the agreement, the court 
relied on its previous decision in Wilson v. 
Bowers and the decision of the United States 
Supreme Court in Helvering v. Salvage. 

In both Wilson v. Bowers and Lomb v. 
Sugden, the agreement restricted the sale of 
the shares during life, as it did at death, 
to certain individuals. This fact was basic 
in the determination that the price fixed 
in the agreement was conclusive for estate 
tax purposes. To be truly effective, there- 
fore, the agreement must restrict the sale 
of the business interest during life as well 
as at death. 

In Estate of Claire Giannini Hoffman,” the 
decedent had given his surviving partner an 
option to purchase the decedent’s interest 
at a price substantially below its true value. 
Rights under the option, however, did not 
accrue until the death of one of the part- 
ners, and there was no restriction on a 
partner’s right to dispose of his interest 
during his lifetime. The Tax Court held 
the agreement to be testamentary in char- 
acter since the optionor’s right came into 





14 [36-1 ustc {| 9064] 297 U. S. 106 (1936). 

%* (1931 CCH 49469] 51 F. (2d) 261: aff'd 
11932 CCH { 9214] 57 F. (2d) 682 (CCA-2, 1932). 
—" ustc § 9158] 82 F. (2d) 166 (CCA-2, 

7 [CCH Dec. 13,638] 2 TC 1160 (1943). See 
also Estate of Armstrong v. Commissioner [45-1 
ustc § 10,162], 146 F. (2d) 457 (CCA-7, 1945). 
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existence only by reason of the decedent’s 
death. Hence, the actual value of the in- 
terest, rather than the value determined in 
accordance with the agreement, was taxed 
to the decedent’s estate. 


Legitimate Business Purpose 


The importance of a bona fide business 
relationship was also emphasized in the 
Hoffman case. The survivor-purchase agree- 
ment, the court pointed out, is not a sub- 
stitute for testamentary disposition of prop- 
erty, but is rather a device designed to 
effectuate a legitimate business purpose. A 
unilateral option will be regarded with 
suspicion, therefore, when the consideration 
is superficially inadequate. The court in 
the Hoffman case stated: 

ss) there must be some limit to the 
passage of substantial property rights under 
a unilateral agreement granting to the 
natural object of the bounty of a deceased 
an option to purchase at a grossly inade- 
quate price. In other words, we are of the 
opinion that while a bona fide contract, 
based upon adequate consideration, to sell 
property for less than its value may fix the 
value of the property for the purposes of 
the estate tax, a mere gratuitous promise 
to permit some favored individual, par- 
ticularly the natural object of the bounty 
of the promissor, to purchase it at a grossly 
inadequate price can have no such effect.” 

In Estate of James H. Matthews," decided 
a year later, mutual options were exchanged 
between stockholders. Here, too, the agree- 
ment did not restrict the sale of stock dur- 
ing life, and the Tax Court again held that 
the fair market value was not limited to 
the price fixed in the agreement: 

“Since the agreement between decedent 
and Jenkins did not pass to either of them 
any present rights or interests in the shares 
owned by the other, but merely gave to 
each a right of claim to an interest in the 
shares which the other might own at his 
death, it was testamentary in character.” 
(Italics supplied.) 

In Commissioner v. Bensel,* a son was 
given an option to purchase his father’s 





1% [CCH Dee. 13,822] 3 TC 525 (1944). 

19 [38-2 ustc § 9593] 100 F. (2d) 639 (CCA-3, 
1938). Said the court, in speaking of perti- 
nent estate tax legislation: 

‘“‘The dominant purpose is to reach substitutes 
for testamentary disposition and thus to pre- 
vent the evasion of the estate tax. 

“They do not apply where a decedent at the 
time of his death owns property which is sub- 
ject to an option to purchase by one not the 
object of his bounty. In that case the dece- 
dent’s interest in the property can be included 
in his gross estate at no more than the option 
price.’’ 
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stock at any time at a predetermined price. 
The court accepted the option price for 
estate tax valuation purposes. Although 
the option was unilateral, it served a legiti- 
mate business purpose and was coupled 
with an effective restriction against a sale 
to an outsider. A similar position was taken 
in Estate of Childs v. Commisioner.” Anna 
Childs had given a stepson an option to 
purchase at $10 a share stock having a value 
of $100 a share. The option was specifically 
enforceable at any time, and the reduced 
price was partially to compensate the son 
for faithful service to the corporation. The 
value fixed in the agreement was accepted 
for estate tax purposes.” 


Book v. Market Value 


A familiar provision in the articles or 
bylaws of many corporations is the require- 
ment that a stockholder desiring to sell his 
shares shall first offer them to the corpora- 
tion at a predetermined price. Such a pro- 
vision was involved in Worcester County 
Trust Company.” It required that the stock 
be sold at book value. The estate of the 
deceased stockholder sought to value the 
shares for estate tax purposes at their book 
value. The Commissioner of Internal Rev- 
enue insisted on valuation based on market 
value. The Board of Tax Appeals upheld 
the Commissioner. It pointed out that the 
deceased stockholder was under no obliga- 
tion to sell his shares, and that he could, 
therefore, demand any price he wished. In 
other words, the provision did not contain 
an effective restriction covering the sale of 
the stock. This position was sustained by 
the Circuit Court of Appeals for the First 
Circuit: 


“We cannot agree with the taxpayer that 
the amendment set the value of the shares 
at their book value on the critical date. 
The amendment did not prohibit sales of 
the stock, except at book value, nor did it 
fix book value as a call price at which at 
the behest. of the corporation, the stock 
must be sold. It fixed a limitation on the 


20 [45-1 ustc § 10,171] 147 F. (2d) 368 (CCA-3, 
1945). 

21In Estate of John T. H. Mitchell [CCH Dec. 
9902], 37 BTA 1 (1938), the price fixed in a 
stock purchase agreement banning disposition 
to outsiders during life and providing for sale 
at death at a fixed price, was held to determine 
estate tax valuation at the stipulated price. 
Similarly, in Estate of John Q. Strange [CCH 
Dec. 12,516-D], BTA memo. op. (1942), the 
Board sustained a stock purchase agreement 
valuation figure as the estate tax base. 

22 [CCH Dec. 12,413] 46 BTA 337 (1942); rev'd 
[43-1 ustc $10,029] 134 F. (2d) 578 (CCA-1, 
1943). 
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price obtainable by a shareholder for his 
shares only if he wished to sell and if the 
corporation at that time wished to buy.” 

The foregoing decisions establish the 
general pattern which an agreement must 
follow if the price fixed therein is to be 
acceptable for estate tax purposes.* The 
basic requirement is that sale of the busi- 
ness interest be restricted during life as well 
as at death. It must preclude the sale dur- 
ing life at a price higher than that payable 
at death. Preferably, the agreement should 
bind the decedent’s estate to sell and the 
purchaser to buy. A unilateral agreement 
must compel the optionee to purchase if 
the optionor exercises his rights. The 
agreement should also reflect a “business 
purpose.” It should not be a substitute for 
testamentary disposition. 


Gift Tax Implications 


The effect of survivor-purchase agree- 
ments upon valuation for gift tax purposes 
has also been considered by the courts. 
Some of the same issues are involved. In 
Commissioner v. McCann,* a stock retire- 
ment agreement provided that employee- 
shareholders could not transfer their holdings 
except at book value to other employees or 
to the corporation. The taxpayer made a 
gift of shares to his wife, also an employee. 
He contended that the book value was the 
proper value for gift tax purposes. The 
Tax Court upheld the donor’s claim, and 
pointed out that transfers were limited to 
other employees or to the corporation, and 
that the price was fixed at book value. The 
Second Circuit Court of Appeals reversed 
the Tax Court and refused to limit the value 
of the stock to the book value. It based its 
decision upon, early estate tax cases which 
emphasized the benefits accruing from the 
retention of the stock, such as dividends 
and increase in book value.” The court in- 





23 There is the possibility that a restrictive 
agreement may result in a higher estate tax 
valuation than the market value of the interest. 
Where the interest has been overvalued and the 
parties are required to consummate the agree- 
ment, it would seem that that price should pre- 
vail for the estate tax. For a related problem, 
see Fostoria Glass Company v. Yoke [42-2 ustc 
7 9616], 45 F. Supp. 962 (DC W. Va., 1942). 

24[CCH Dec. 13,484] 2 TC 702 (1942); rev’d 
[45-1 ustc § 10,160] 146 F. (2d) 385 (CCA-2, 
1944). 

23In Worcester County Trust Company, supra, 
footnote 22, the Circuit Court hinted that the 
right to retain and reap the benefits of an in- 
terest was a consideration involved in its valua- 
tion. For a discussion of the ‘‘value of 
retention’’ theory, see Cohen, ‘‘Restrictive Agree- 
ments for Purchase of Stock,’’ Proceedings of 
New York University Fifth Annual Institute on 
Federal Taxation (1947). 
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dicated that those factors should have been 
considered in valuing the stock. It did riot, 
however, decide that book value was not to 
be considered. It decided only “that it was, 
as matter of law, erroneous to refuse to 
consider any other factor than the book 
value at the time of the gift.” 


Spitzer v. Commissioner,* the most recent 
case touching on the problem, follows essen- 
tially the ruling of the McCann case. The 
court held that the value fixed in the agree- 
ment, which was to become operative only 
at death, was not binding, but would be con- 
sidered as having a depressing effect for gift 
tax purposes: - 


“We think it must be said that the con- 
tract relied on by petitioner tended to de- 
press the fair market value of the stock by 
limiting the class of prospective purchasers, 
by depriving holders of voting power and 
of the right to pledge the stock.” ” 


A survivor-purchase agreement should 
thus be drawn with the possibility of pegging 
values for federal estate tax purposes. In 
so doing, not only will the basic problems 
of business continuity and the protection 
of the decedent’s interests be provided for, 
but disputes and litigation with the tax au- 
thorities will be minimized. 


Life Insurance 


Many businessmen take advantage of life 
insurance as an economical and efficient 
means of providing ready cash wherewith 
to purchase a decedent’s business interest. 
That an insurable interest is present, is 
beyond question. However, the tax aspects 
of such insurance arrangements require 
careful consideration. 

Premiums paid for life insurance where- 
with to fund survivor-purchase agreements 


26 [46-1 ustc { 10,258] 153 F. (2d) 967 (CCA-8, 
1946). 

*7In estate tax cases in which the courts have 
refused to accept the agreement valuation as 
binding for the estate tax because of incom- 
plete restriction on disposition, they have, nev- 
ertheless, as in the gift tax cases, regarded the 
restrictive elements of the agreement as de- 
pressive factors affecting valuation. Such was 
the dictum of the Circuit Court in Worcester 
County Trust Company v. Commissioner, supra, 
footnote 22: ° 

“.. . it must be said that the restriction af- 
fected the market value of the stock and this 
being so it should have been considered as one 
of the ‘relevant factors having a bearing’ on 
that question.’’ 

For other cases in which gift tax valuations 
were depressed by reason of outstanding pur- 
chase agreements, see Krauss v. U. 8. [44-1 
ustc J 10,094], 140 F. (2d) 510 (CCA-5, 1944); 
Lloyd D. McDonald [CCH Dec, 13,831(M)], 3 
TCM 274 (1944); Clarence P. Chamberlin [CCH 
Dec. 13,381(M)], 2 TCM 469 (1943). 
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are not deductible. The Internal Revenue 
Code expressly prohibits the deduction of 
premiums by a person directly or indirectly 
a beneficiary under the policy. Nor are 
the premiums deductible as ordinary and 
necessary business expense.” By the same 
token, proceeds of policies paid by reason 
of death are not considered taxable income,” 
except in the case of a transfer of the policy 
for valuable consideration to one other than 
the insured.“ Under such circumstances, 
the transferee would realize taxable income 
on the difference between what he paid for 
the policy, plus subsequent premiums, and 
the proceeds realized at death. Great care 
must be exercised, therefore, in the applica- 
tion for and the issuance of the policies. 


With respect to the federal estate tax, in 
the estate of the decedent we included pro- 
ceeds of policies of insurance upon his life 
toward which he paid premiums “directly 
or indirectly” ® or of which he possessed 
any incidents of ownership at the time of 
his death.“ All insurance proceeds on the 
life of the decedent paid directly to his 
estate are taxable therein whether or not 
he paid any of the premiums or held in- 
cidents of ownership.™* 


Thus, if under a survivor-purchase agree- 
ment between partners each partner pays 
for insurance on his own life, the proceeds 
will be taxed at death to their respective 
estates.* The same result will obtain if 
the agreement provides for insurance proceeds 
to be paid directly to the decedent’s estate,” 





23In Joseph Nussbaum et al. [CCH Dec. 6029], 
19 BTA 868 (1930), two partners insured their 
lives for the benefit of each other, each partner 
paying the premiums on his own policy. An 
attempt was made to deduct premiums paid as 
an “ordinary and necessary expense.”’ The 
Board viewed the cross insurance as a reciprocal 
arrangement under which each party benefited. 
‘‘We are of the opinion that the petitioners are 
indirectly, if not directly, beneficiaries under 
the policies for which the premiums were paid 
and therefore not entitled to the deductions 
claimed.’’ See also Clarence W. McKay [CCH 
Dec. 3599], 10 BTA 949 (1928). 

29 Code Section 23 (a); Nussbawm, supra. 

30 Code Section 22 (b) (1); Regulations 111, 
Section 29.22 (b) (1)-1. ; 

31Code Section 22 (b) (2) (A); Regulations 
111, Section 29.22 (b) (2)-3. Where the trans- 
feror-corporation in a tax-free reorganization 
transfers as part of its assets insurance policies 
which it owns, such transfers are not consid- 
ered as transfers for a valuable consideration. 

32 Code Section 811 (g) (2) (A). 

33 Code Section 811 (g) (2) (B). 

34 Code Section 811 (g) (1). 

35 Supra, footnote 32; Regulations 105, Section 
81.27. 

3% Supra, footnote 34; EHstate of John T. H. 
Mitchell, supra, footnote 21; M. W. Dobrzensky 
{CCH Dec. 9298], 34 BTA 305 (1936). 


935 











or if it permits him to designate the bene- 
ficiary or exercise any control over the policy.” 


Sometimes partnership survivor-purchase 
agreements provide that the partnership will 
pay the premiums. In such cases, the in- 
surance proceeds will very likely be taxed 
to the estate of the decedent on the theory 
that the premiums were paid, in whole or 
in part, from capital or distributive income 
attributable to the deceased partner.* 


It has been contended that a similar re- 
sult will follow where, under a stock re- 
tirement agreement, a corporation pays the 
premiums for a stockholder owning sub- 
stantially all of the stock.” This conten- 
tion is based upon the alter ego doctrine— 
that the corporation and the stockholder 
are really one. It is submitted, however, 
that with respect to insurance premiums the 
alter ego doctrine should apply only to 
cases in which the corporation does not 
have a business purpose sufficiently valid 
for recognition as a separate entity under 
Gregory v. Heivering ® and Higgins v. Smith.” 
The premiums paid by the corporation for 
a valid business purpose should not be con- 
strued as having been paid by the stockholder.” 


Taxation of Business Interest 


The danger in the situations described 
above is that not only the insurance pro- 
ceeds, but his business interest as well, will 
be taxed in the decedent’s estate. While the 
Tax Court has rejected such attempts at 


= Supra, footnote 33; Regulations 105, Sec- 
tion 81.27. 

38 Regulations 105, Section 81.27 (a); M. W. 
Dobrzensky, supra, footnote 36. 

* For a discussion of the alter ego doctrine 
as it affects a corporation paying premiums on 
the lives of its stockholders, see Foosaner, 
‘“‘When Are Life Insurance Premiums Paid In- 


directly?’ 4 Journal of the American Society of 
Chartered Life Underwriters 369 (1947). See 
also Paul, Federal Estate and Gift Taxation, 


1946 Supplement, Section 10.36. Both Foosaner 
and Paul consider degree of control as pri- 
marily determinative of whether premiums are 
to be attributed to a stockholder. Cited cases, 
however, deal with situations involving tax eva- 
sion. See also Regulations 105, Section 81.27, 
as amended by T. D. 5239 (1943): ‘‘A decedent 
similarly pays the premiums or other consider- 
ations if payment is made by a corporation 
which is his alter ego."’ 

40 [35-1 ustc { 9043] 293 U. S. 465 (1934). 

41 [40-1 ustc § 9160] 308 U. S. 473 (1939). 

“Tt has generally been held that in the ab- 
sence of fraud a corporation and its stockholders 
are to be regarded as separate and distinct 
persons for purposes of taxation, even though 
all the stock or the bulk of it is owned by one 
person or a very few persons. See Dalton v. 
Bowers [3 ustc { 1008], 287 U. S. 404 (1932); 
Burnet v. Commonwealth Improvement Com- 


pany [3 ustc § 1009], 287 U. S. 415 (1932). 
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double taxation in Boston Safe Deposit and 
Trust Company,* M. W. Dobrsensky“ and 
Estate of John T. H. Mitchell,” these cases 
were decided prior to the 1942 amendments 
to Section 811 (g) of the Internal Revenue 
Code. Section 811 (g) now expressly taxes 
to the estate of the decedent insurance pro- 
ceeds which are payable to the estate or 
with respect to which the decedent paid the 
premiums or held incidents of ownership. 
Thus, the theory behind the foregoing cases 
has been undermined. Under the present 
statute, it is distinctly possible that both 
the insurance proceeds and the business 
interest will be taxed.* 


An income tax problem which arises when 
the insurance is paid directly to the estate 
of the decedent is illustrated by the case 
of Paul Legallet.“ Here two partners, under 
the provisions of their survivor-purchase 
agreement, purchased policies on their lives. 
Ptemiums were paid by the partnership, and 
their wives were designated as beneficiaries 
of the policies. When Legallet’s partner 
died, the proceeds of the policy on his life 
were paid to his widow. By the terms of 
the agreement, these sums were to be ap- 
plied against the purchase price of the dece- 
dent’s interest in the partnership. Legallet 
paid the balance of the purchase price, and 
pursuant to the terms of the agreement the 
deceased partner’s interest was conveyed 
to him. Subsequently, Legallet sold some 
of the assets of the former partnership and 
sought to include the insurance. proceeds 
paid to his partner’s widow in his cost basis 
for income -tax purposes. The Board of 
Tax Appeals, in ruling against Legallet, 
asserted that the insurance proceeds were 
at all times a part of the decedent’s gross 
estate and were never, in fact, paid over by 
Legallet to the estate. Affecting the Board’s 
decision may have been the fact that the 
premiums were actually paid in part by the 
decedent through the partnership and were 
not paid by Legallet personally.® 





48 [CCH Dec. 8561] 30 BTA 679 (1934). 
“ Supra, footnote 36. 
* Supra, footnote 21. 


# Rabkin and Johnson, in their Federal In- 
come, Gift and Estate Taxation, p. 3713, com- 
ment as ‘follows on situations in which the 
premiums are paid by the partnership: 

“This plan is almost certain to raise the 
estate tax question under the present statute 
despite the fact that the inequitable result 
would be the inclusion in the estate of the 
insurance proceeds as well as those of the busi- 
ness interest subsequently purchased with those 
proceeds.”’ 


47 [CCH Dec. 10,995] 41 BTA 294 (1940). 


4# On the latter issue, see M. W. Dobrzensky, 
supra, footnote 36. 
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Paramount-Richards Theaters, Inc. v. Com- 
missioner ® is indicative of another income 
tax problem which may arise under these 
types of agreements. Here the corporation 
paid the premiums on a policy under which 
the family of a deceased stockholder was to 
be the beneficiary. The interest, however, 
was to pass not to the corporation but to 
surviving stockholders. The Fifth Circuit 
Court of Appeals held that the premiums 
paid by the corporation were corporate dis- 
tributions subject to the income tax in the 
hands of the stockholders. 


Reciprocal Transactions 


A recent ruling of the Treasury Depart- 
ment ™® created some furor by its apparent 
contention that an insurance agreement 
whereby partners insured each other’s lives 
under a purchase-sale contract was actually 
a reciprocal transaction, and that therefore 
insurance proceeds payable under such an 
arrangement would be taxable in the estate 
of a decedent partner. This, of course, had 
both estate and income tax implications. 
If the insurance was includible in the dece- 
dent’s estate, the possibility was again 
raised that both the proceeds and the in- 
surance might be taxed to the decedent since 
the business interest was also vested in him. 
In addition, since the “reciprocal” nature 
of the agreement implied that a decedent 
was actually paying the cost of the pre- 
miums, under the rule of Legallet v. Com- 
mistoner it might be impossible to give a 
surviving business associate who would 
receive the interest a cost basis for income 
tax purposes. The Treasury Department 
based its ruling on Lehman v. Commis- 
sioner,” in which reciprocal trusts were set 
up by two brothers with each ‘other as 
income beneficiaries. Each brother was 
held to have created the trust of which he 
himself was the income beneficiary, and was 
accordingly taxed thereon. The reasoning 
employed was that the brothers were at- 
tempting to accomplish indirectly what they 
were unable to do directly. The analogy 
is. obviously faulty when applied to a 
survivor-purchase agreement. Here there is 
no attempt at tax evasion, and the insurance 
arrangements are merely incidental to the 
agreement. They are employed merely as 
a method of funding. The Treasury De- 
partment has since clarified this ruling by 
a statement that it was not intended to 





4 [46-1 ustc { 9170] 153 F. (2d) 602 (CCA-5, 
1946). 


50 Special Ruling, June 18, 1947. 


5t [40-1 ustc 1 9198] 109 F. (2d) 99 (CCA-2, 
1940). 
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change the existing law pertaining to 
survivor-purchase agreements.” 

Where an agreement is funded by life 
insurance, the one who is to purchase the 
decedent’s business interest should apply 
for the policy, pay the premiums, exercise 
all incidents of ownership and receive the 
proceeds of the insurance on the life of 
the decedent. Thus, the successor would 
insure the sole proprietor whose business 
he is to purchase. Each partner would 
insure the other. Each stockholder would 
insure the others unless a stock retirement 
agreement is used, in which case the cor- 
poration would insure the stockholders. 
The individual whose life is insured should 
not own or have any rights in the policy 
of insurance upon his life. All rights with 
respect to the insurance should be in the one 
who is to purchase the interest. Under this 
pattern, the insurance proceeds will not be 
taxed to the decedent. Only the business 
interest will be part of his estate. The 
one receiving the proceeds will not he re- 
quired to pay an income tax thereon, and 
the entire purchase price as provided in the 
agreement will constitute the cost basis for 
the purchaser in the event he later sells his 
interest.” 


Recent Amendment 


A recent amendment to the Income Tax 
Regulations has resulted in favored treat- 
ment for the proceeds receivable by the 
decedent’s estate by reason of a survivor- 
purchase agreement. T. D. 5459 has amended 
Section 29.126-1(1) of the Regulations to 
provide that a decedent’s estate will not 
have the cost to him as a cost basis for 
his interest.* Thus, the estate will realize 
no taxable income from the sale of the 
tangible assets representing the decedent’s 
interest under a survivor-purchase agree- 
ment, regardless of the increase in value 
that may have accrued since the decedent’s 
original acquisition. This is in contrast to 
a previous General Counsel’s opinion,” 
which sought to tax as income the difference 
between the decedent’s cost and the pur- 
chase price. Under present regulations, 





52 Special Ruling, September 22, 1947 [CCH 
Federal Estate and Gift Tax Reporter { 6009]. 

53 Supra, footnote 36. 

% “With respect to such portion of the pay- 
ments by A [surviving partner] as is attrib- 
utable to B’s interest [decedent partner] in the 
tangible assets of the partnership which had 
appreciated in value, no gain to the estate of 
B will be recognized.’’ Regulations 111, Sec- 
tion 29.126-1. See also Special Ruling, August 
23, 1945 [454 CCH { 6301]. 

55 Special Ruling, November 10, 1944 [454 CCH 
1 6080]. 
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however, taxable income will be realized on 
funds applicable to unfinished business 
transactions completed after the decedent’s 
death and to sales of a portion of the dece- 
dent’s business interest before his death. 

Professional and personal service part- 
nerships raise special problems. Capital in- 
vestment is generally low, and tangible 
physical assets are limited. A  survivor- 
purchase agreement predicated upon an out- 
right sale of the decedent’s interest in such 
assets would bring limited returns. Fur- 
ther, the courts have not recognized good 
will as a factor in determining the value 
of a decedent partner’s interest in a profes- 
sional partnership.” 

Obviously, a payment predicated on the 
share of the tangible assets which the dece- 
dent may have owned in a law partnership, 
for example, is inadequate recompense to 
his family for the many years of service he 
may have rendered. In addition, many per- 
sonal service partnerships have developed 
a good will which may well continue after 
the death of an individual partner and for 
which a decedent should in some measure 
be compensated. 


Accordingly, it has become an increas- 
ingly common practice for such partner- 
ships to provide for some payment to the 
decedent’s estate in excess of whatever 
physical assets the firm may possess. The 
surviving partners may, pursuant to an 
agreement, pay the decedent’s estate a lump 
sum for his interest in the firm. Where 
this is the technique employed, the tax con- 
sequences and considerations do not differ 
materially from those involved in the usual 
partnership survivor-purchase agreement. 
Usually, however, the surviving partners 
pay the decedent’s estate a stipulated per- 
centage of the firm’s profits for a pre- 
scribed period. Where this method is 
employed, the incidence and type of taxes 
involved will be determined by the nature of 
the agreement and the intention of the parties. 


Bull v. U.S. 


Bull v. U. S." was the first case to bring 
sharply into focus the factors which deter- 
mine whether such payments are income 
to the surviving partners or to the decedent 
partner’s estate. In Bull v. U. S. the Su- 
preme Court considered a situation involv- 
ing a partnership of ship brokers. By 
mutual agreement it was provided that the 
estate of a decedent was to share in 
the firm’s profits until the conclusion of the 


% See annotations at 44 ALR 524. 
5? [35-1 ustc f 9346] 295 U. S. 247 (1935). 
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year in which death occurred. The dece- 
dent had no capital investment in the enter- 
prise. In holding the income taxable to the 
estate and not to the surviving partners, 
the Court stated: 


“Where the effect of the contract is that 
the deceased partner’s estate shall leave his 
interest in the business and the surviving 
partners shall acquire it by payments to 
the estate, the transaction is a sale, and 
payments made to the estate are for the 
account of the survivors. It results that 
the surviving partners are taxable upon firm 
profits and the estate is not. Here, how- 
ever, the survivors have purchased nothing 
belonging to the decedent, who had made 
no investment in the business and owned 
no tangible property connected with it. 
The portion of the profits paid his estate 
was therefore income and not corpus.” 


In short, the Bull case holds that where 
the post-mortem income payments are in 
lieu of the decedent’s capital interest, the 
surviving partners are actually increasing 
their own capital investment, and thus the 
income from which such payments are made 
will be taxed to the partnership. Where, 
however, the decedent’s estate is permitted, 
pursuant to agreement, to share in the part- 
nership income for a stipulated period, such 
income will be taxed to the estate. 


Importance of Language 


Other cases have not consistently followed 
the rule of Bull v. U. S. In Estate of George 
R. Nutter,™ the members of a law partner- 
ship agreed that a deceased member’s estate 
should draw, for eighteen months, the same 
percentage of profits which the decedent 
had drawn while living. Such drawings 
were to be in payment of the decedent’s 
interest in the “capital, the assets, the re- 
ceivables, the possibilities and the good 
will of the firm.” Here, although capital 
investment was negligible, the Board of Tax 
Appeals held the transaction to be a pur- 
chase and the payments not deductible by 
the surviving partners. 


In Bavier C. Miller Estate,” the decedent's 
estate was to draw his prior percentage of 
profits for thirty months after his death. 
There appeared to be no appreciable capital 
investment by the decedent. Yet the agree- 
ment was again construed to be one of pur- 
chase, thus precluding the deduction of the 
payments. In drawing their agreement, the 


588 [CCH Dec. 12,230] 46 BTA 35 (1942); aff'd 
on other grounds sub nom. McClennen v,. Com- 
missioner [42-2 ustc § 10,215], 131 F. (2d) 165 
(CCA-1, 1942). 

59 [CCH Dec. 10,417] 38 BTA 487 (1938). 
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partners had apparently made the error of 
speaking in terms of purchase and sale. 


The importance of language is again 
illustrated in Pope v. Commissioner.” The 
agreement among partners operating a fire 
insurance business provided that the surviv- 
ing partners should “have an option upon 
the share or interest in the partnership of 
the deceased partner and the price to be 
paid therefor [should] be the proportionate 
share of the deceased partner in the profits 
of the business for the three years succeed- 
ing the date of his decease.” Here, again, 
the income payments to the decedent’s es- 
tate were not deductible by the surviving 
partners because a purchase was intended.” 


Attitude of Tax Court 


The present trend of the Tax Court ap- 
pears to be away from the “purchase” rule, 
especially for personal service partnerships. 
Thus, in Estate of Frederic C. Bellinger,” a 
survivorship agreement between law part- 
ners provided for a continuation of the pay- 
ment of the decedent’s share of the profits 
to his estate in full satisfaction of all of 
his rights in the firm’s “business, clientele, 
property and assets, of all and every char- 
acter.” In deciding that such payments 
were income to the estate, the Tax Court 
took notice of the fact that inasmuch as 
there was only a nominal capital investment, 
the payments to the estate were payments 
of income and not of corpus. 


Two recent cases serve further to clarify 
the approach of the Tax Court. In Charles 
F, Coates,“ the agreement of an accounting 
partnership provided that the estate of a 
deceased partner was, for a period of 
five years after his death, to draw the share 
to which he would have been entitled had 
he lived. No mention was made as to 
whether such payments were for the pur- 
pose of purchasing the decedent’s interest. 
After the death of one partner, the pzrtner- 
ship sought to deduct the payments to the 
decedent’s estate on the theory that they 
constituted income to the estate and not to 
the partners. The Commissioner assessed 
a deficiency against the surviving partners, 


% [2 ustc § 506] 39 F. (2d) 420 (CCA-1, 1930). 

* For additional cases in which agreements 
were construed as providing for a purchase of the 
decedent’s interest, see W. Frank Carter [CCH 
Dec. 9671], 36 BTA 60 (1937); Edwards v. Com- 
missioner [39-1 ustc { 9393], 102 F. (2d) 757 
(CCA-10, 1939); Hill v. Commissioner [1930 CCH 
{ 9118], 38 F. (2d) 165 (CCA-1, 1930); City Bank 
Farmers Trust Company, Executor [CCH Dec. 
8263], 29 BTA 190 (1933). 

® [CCH Dec. 14,996(M)] 5 TCM 90 (1946). 

® [CCH Dec. 15,224] 7 TC 125 (1946). 
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and asserted that the payments were for 
the purpose of purchasing the decedent’s 
interest and hence were not deductible by 
the survivors. The Tax Court did not 
agree with the Commissioner. It pointed 
out that language indicating a purchase an‘ 
sale was not used, that the capital invest- 
ment of the partners was negligible, and 
that the consideration for the payments was 
the mutual obligation of the parties in enter- 
ing into the partnership agreement rather 
than the purchase of the decedent’s interest. 
The court dismissed the good will factor 
with a statement that no value attaches to 
the good will of a personal service partner- 
ship. Since the arrangement was one where- 
under the decedent’s estate was to continue 
as an income recipient, that income was 
properly taxed to the estate. 


John G. Madden,“ decided just a month 
later, follows closely the reasoning of the 
Coates case. The members of a law part- 
nership had agreed to continue a deceased 
partner’s share of partnership income to 
his wife for a specified period. No men- 
tion was made of a purchase of the dece- 
dent’s interest or of good will. Payments 
to the widow were held taxable to her as 
income rather than as return of capital.” 


Precautions 


It is evident that. the income tax conse- 
quences depend upon the terms of the 
survivor-purchase agreement. Hence, if it 


. is desired that the estate of a deceased part- 


ner should pay the income tax on the pay- 
ments it receives from the partnership, the 
agreement should studiously avoid any 
language indicating a purchase or sale. Such 
language is indicative of an acquisition of 
the decedent’s capital investment, and the 
payments to the decedent’s estate would 
not be deductible by the surviving partners. 
It is suggested that the consideration for 
such an agreement be stated as the mutual 
undertaking of the parties to pay the speci- 
fied sums to a decedent’s estate. This will 
refute a contention that the sale of the dece- 
dent’s interest was the consideration. Pay- 
ments to the estate should be in the form 
of a percentage of current profits to 





6 [CCH Dec. 15,266(M)] 5 TCM 559 (1946). 

® For other cases holding such payments as 
taxable income to the estate, see Gussie K. 
Barth [CCH Dec. 9590], 35 BTA 546 (1935), 
and Helvering v. Smith [37-2 ustc { 9329], 90 
F. (2d) 590 (CCA-2, 1937), which involve law 
partnerships. See also Richard P. Hallowell, II 
[CCH Dec. 10,551], 39 BTA 50 (1939); Seavey 
é Flarsheim Brokerage Company [CCH Dec. 
10,978], 41 BTA 198 (1940); Frank R. Malloy 
[CCH Dec. 14,851], 5 TC 1112 (1945); Raymond 
S. Wilkins [CCH Dec. 15,310], 7 TC 519 (1946). 
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strengthen the “income” theory. Predeter- 
mined lump-sum payments may raise the 
suspicion of a “purchase.” The type of 
agreement outlined should be employed only 
where the capital investment is compara- 
tively small, as in most professional part- 
nerships. Where the reverse is .the case, 
it will be difficult to convince the Treasury 
Department that a sum paid the decedent’s 
estate is not in reality a purchase of his 
interest. 


Where payments to a decedent’s estate 
are construed to be a distribution of part- 
nership income with the estate sharing the 
income, such payments may be deducted 
by the partnership. The estate will be 
required to pay an income tax on the pay- 
ments. Conversely, where the payments 
are construed to be for the purchase of the 
decedent’s capital investment or for good 
will, they are not deductible by the surviv- 
ing partners and will not be subject to the 
income tax in the hands of the estate. 


The fact that the estate must pay an 
income tax on what it receives from the 
partnership, does not relieve it of the neces- 
sity of paying an estate tax. The estate 
tax is based upon the discounted value 
of the future income payments as of the 
date of death determined pursuant to a 
Treasury Department formula.” Section 
126 (c) of the Internal Revenue Code per- 
mits those who subsequently receive the 
income to offset the estate taxes paid 
against the income taxes attributable to the 
income when received. 


Section 102 


The possible impact of Section 102 of the 
Internal Revenue Code upon the use of a 
sinking fund and the increase in cash values 





* Additional material on the professional part- 
nership can be found in the following: Schiller, 
“The Lawyers Dilemma,’’ TAXES—The Taz 
Magazine, September, 1946, p. 837; Davis, ‘‘Liq- 
uidation Agreements for Personal Service Part- 
nerships,’’ 1 Journal of American Society of 
Chartered Life Underwriters 132 (1946); Rabkin 
and Johnson, op. cit., p. 1025. 


NEW JERSEY’S NEW INHERITANCE TAX LAW 


The New Jersey State Legislature has enacted Chapter 268, a 
| ° . . . ° 
| new inheritance law, which broadens the exemptions. An important 
| provision exempts from tax that part of the estate of a decedent | 


of life insurance policies used under a stock 
retirement agreement should be considered. 
Section 102 imposes a surtax upon corpora- 
tions improperly accumulating surplus. The 
test is whether the accumulations are 
“beyond the reasonable needs of the busi- 
ness.” ™ Whether sinking-fund deposits or 
the cash values of policies are within the 
purview of the Section 102 penalty has as 
yet not been litigated. However, in General 
Smelting Company,” the purchase of key- 
man insurance by the corporation was sus- 
tained as a proper use of surplus funds— 
the indemnification of the corporation 
against loss at the death of a key officer. 
Sums accumulated to fund the purchase of 
a deceased stockholder’s interest also serve 
a reasonable and proper business purpose. 
Through such an agreement, interests 
inimical to the business can be kept out and 
ruinous disputes between the corporation 
and a deceased stockholder’s estate can be 
avoided. Hence, it is not likely that Sec- 
tion 102 will adversely affect the situation. 
Excess accumulations, however, may sub- 
ject to the surtax not only such excess but 
all the corporate surplus.” A Section 102 
problem should not result from the pay- 
ment of the insurance proceeds to the cor- 
poration when a death occurs because they 
are to be paid over forthwith to the dece- 
dent’s estate in exchange for his shares.” 


From the foregoing discussion, it is clear 
that a carefully drawn survivor-purchase 
agreement, in addition to serving the pri- 
mary purposes of protecting the business 
enterprise, the surviving business associates 
and the decedent’s family, will also serve to 
minimize or avoid tax problems and litigation. 


[The End} 


& Regulations 111, Section 29.102-2; U. S. v. 
Tway Coal Sales Company [35-1 vustc { 9123], 
75 F. (2d) 336 (CCA-6, 1935). 

68 [CCH Dec. 14,222] 4 TC 313 (1944). 

® Regulations 111, Section 29.102-4. 

7 A further discussion of related material can 
be found in an article by Millet, ‘‘Key Man 
Life Insurance and Section 102,’’ 1 Journal of 
the American Society of Chartered Life Under- 
writers 462 (1947). 





which passed to or for the use of a nonprofit educational institution. 
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Transactions 





Between Related Corporations 


By PAUL EDGAR SWARTZ 


THIS ARTICLE, GIVEN AS A LECTURE AT THE NEW YORK 
UNIVERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL 
TAXATION, WAS SUBSEQUENTLY PRINTED IN THE BOOK 
CONTAINING THE ENTIRE SERIES OF SYMPOSIUM LEC- 
TURES (COPYRIGHT 1948 BY NEW YORK UNIVERSITY)... 





rMRANSACTIONS between corporations 

controlled by the same interests, like 
Caesar’s wife, must be above suspicion. 
Even if simon-pure, however, transactions 
between one controlled corporation and an- 
other are certain to be subjected to special 
scrutiny by the Bureau of Internal Revenue. 
This does not mean, however, that such 
transactions can be disregarded by the Bu- 
reau merely because they may result in a 
reduction of tax. 


All of us know, of course, that Section 45 
permits the Commissioner to allocate income 
and deductions between controlled and re- 
lated taxpayers, but some of us may not 
be fully aware that such allocation, by the 
express terms of the statute, is permissible 
only if it “is necessary in order to prevent 
evasion of taxes or clearly to reflect the 
income.” I have no intention of discussing 
all of the principles of Section 45. The only 
point I wish to make is that the purpose 
of the section is to prevent tax evasion 
through the distortion or shifting of income 
and deductions of related corporations and 
other taxpayers.’ It is directed to the cor- 
rection of particular situations in which the 
strict application of the law will result in 
a distortion of.income. It is not a bar to 
tax minimization flowing from arm’s-length 





1 “Section 45 is based upon § 240(f) of the 1926 
Act, broadened considerably in order to afford 
adequate protection to the Government. The 
section of the new bill provides that the Com- 
missioner may, in the case of two or more 
trades or businesses owned or controlled by the 
same interests, apportion, allocate, or distribute 
the income or deductions between or among 
them, in such manner as may be necessary in 
order to prevent evasion (by the shifting of 
profits, the making of fictitious sales, and other 
methods frequently adopted for the purpose of 
‘milking’), and in order to arrive at their true 
tax liability.’’ Senate Report No. 960, 70th Con- 
gress, 1st Session. 
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dealings between related corporations. As 
stated in the Regulations, the “standard to 
be applied in every case is that of an un- 
controlled taxpayer dealing at arm’s length 
with another uncontrolled taxpayer.” In 
other words, if the transactions are genuine, 
as distinguished from sham, and are on an 
arm’s-length basis, Section 45 has no appli- 
cation, notwithstanding that a tax saving 
may have resulted.’ 


When the Commissioner, in the exercise of 
his discretion, determines that allocation is 
necessary under Section 45, the taxpayer 
has the burden of showing that such de- 
termination was arbitrary. 


Let us first review briefly some of the 
specific situations which clearly bring the 
section into play, and then survey the green 
pastures which lie beyond its scope. 


What Section 45 Prohibits 


1. Arbitrary prices or charges in everyday 
transactions, 

Sales between a related manufacturing 
company and selling company must be made 
at fair and reasonable prices. What is fair 
and reasonable depends upon the particular 
circumstances. At one end of the yardstick is 
a sale at cost; at the other end is a sale 





2 ‘Anyone may arrange his affairs so that his 
taxes will be as low as possible; he is not ° 
bound to choose that pattern which will best 
pay the Treasury.’’ Helvering v. Gregory [1934 
CCH 9180], 69 F. (2d) 809. ‘“. . despite 
the proof of a relatedness between corpo- 
rations, or corporations and partnerships, or 
parent and subsidiary corporations, where there 
are bona fide disassociated transactions between 
the two organizations, the courts have not per- 
mitted the Commissioner to allocate items un- 
der Section 45.’’ Freeman and Kirshner, ‘‘An 
Ounce of Prevention: A Study in Corporate Tax 
Avoidance,’’ 46 Columbia Law Review 951. 
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at a price which yields no profit to the selling 
company on resale. These are the two ex- 
tremes, and neither is permitted by Section 
45. The proper price lies somewhere in 
between the two. Of course, if the manu- 
facturing company regularly sells part of its 
output to wholly independent distributors 
or other selling concerns in such a way as 
to establish an independent factory price, 
that price sets the standard to be used for 
sales to the controlled selling company.’ 
Where there are no sales to independents, 
the price should be fixed on the basis of 
charges by other members of the industry. 
If the sales company operates on a commis- 
sion basis, the same principles apply—the 
commission allowed to the selling organiza- 
tion must be reasonable and must bear a 
close relationship to the practice in the par- 
ticular industry. 

In any event, reasonableness and con- 
sistency are the principal guide posts; and 
of the two, perhaps consistency is the more 
important. Nothing tends to invoke Section 
45 quite as much as frequent changes in 
prices or charges between controlled corpo- 
rations unless it be year-end adjustments. 
Year-end adjustments of rent charges were 
present in Welworth Realty Company [CCH 
Dec. 10,752], 40 BTA 97. This case involved 
the more or less common setup of a parent 
manufacturing company and a subsidiary 
real estate company which owned the 
premises occupied by the manufacturing 
company. For several years prior to and 
during the taxable year, the rental was set 
at $24,000 per year. It was the practice at 
the end of each year to make some adjust- 
ment of the accrued rental based not upon 
any investigation of fair rental values but 
upon the results of the year’s operations. 
For the three years prior to the taxable year, 
and in the taxable year, the rentals deducted 
were $20,000, $8,000, none and $12,000, re- 
spectively. The Commissioner increased the 
rental for the taxable year from $12,000 to 
$18,000. The Board agreed that an adjust- 
ment was in order, but held that a fair rental 
for the space was $15,000 rather than $18,000. 


2. Sale at cost to shift gain. 


In brief, this is what occurred in one of 
the earlier cases under Section 45—Asiatic 
Petroleum Company, Ltd. v. Commissioner 
[35-2 ustc 9 9547], 79 F. (2d) 234; aff’g 
[CCH Dec. 8868] 31 BTA 1152. Certain 
property owned by the taxpayer, a domestic 





3 “Tt has been suggested that the price to an 
affiliate might be lower than to an outsider be- 
cause there is no credit risk and no unreasonable 
returns of merchandise.’’ Holzman, ‘‘Arm’s 
Length Transactions and Section 45,’’ TAXES— 
The Tax Magazine, May, 1947, p. 389. 
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corporation, had appreciated in value but 
was sold at cost to a foreign corporation, 
the stock of which was owned by the same 
interests. The foreign corporation imme- 
diately resold the property at a substantial 
profit to another domestic corporation, the 
sale taking place outside of the United 
States. The Commissioner allocated the 
profit on the sale by the foreign corpora- 
tion to the taxpayer and, of course, was 
upheld by the court. It would be difficult 
to imagine a clearer case of the shifting of 
income or of the use of common control to 
avoid taxes. That kind of tax planning cer- 
tainly belongs to the dim, distant past. In 
passing, it might be mentioned that this 
decision also upheld the constitutionality of 
Section 45, the court pointing out that if 
anticipatory arrangements intended to cir- 
cumvent taxes may be disregarded by the 
courts without the aid of statutory authority, 
a statute authorizing the Commissioner to 
disregard them under similar circumstances 
cannot be unconstitutional. 


3. Sale at cost to shift loss. 


In the Asiatic Petroleum case, the property 
in question had appreciated in value. In 
G. U. R. Company v. Commissioner [41-1 
ustc J 9194], 117 F. (2d) 187, the property 
in question had decreased in value. A Cor- 
poration and B Corporation were wholly- 
owned by the same individual. A owned 
certain stock which had greatly depreciated 
in value and sold the stock to B at its 
original cost. Three years later, B sold the 
stock in the open market and claimed a 
loss. The Commissioner took the position, 
and was upheld by the court, that B could 
deduct only that portion of the loss meas- 
ured by the difference between the market 
value of the stock on the date of its acquisi- 
tion from A and the sales price, and that 
the remainder of the loss was allocable to 
A. The court stated: “The Revenue Act, 
of course, provides that cost is the proper 
basis for determining loss on securities sold. 
But the question of what is actual cost is 
to be determined by the Commissioner as a 
matter of fact, and he is given a wide lati- 
tude under Section 45 of the Act in making 
such determination.” 

The sale in this case, as well as that in 
the Asiatic Petroleum case, was manifestly 
fictitious. This was adequately demon- 
strated by the fact that the consideration 
paid had no relation to the market value of 
the property involved but was an arbitrary 
amount fixed for the specific purpose of es- 
tablishing for tax purposes a fictitious basis 
for computing gain or loss on a resale. No 
such sales would have been made to out- 
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side interests. These decisions are sound, 
and illustrate clearly the type of tax eva- 
sion through the shifting of income and 
deductions prohibited by Section 45.‘ 


4. Tax-free transfer of single asset to shift 
gain or loss. 


In lieu of a sale at cost, a potential gain 
or loss can be shifted just as readily from 
a parent to a subsidiary through the meditim 
of Section 112(b)(5) and its complementary 
basis provision, Section 113(a)(8). In Na- 
tional Securities Corporation [43-2 ustc 
§ 9560], 137 F. (2d) 600, aff'g [CCH Dec. 
12,432] 46 BTA 562, a parent corporation 
transferred certain securities to a subsidiary 
in exchange for stock of the latter. This 
was a tax-free exchange under Section 
112(b) (5), and by virtue of Section 113(a) (8) 
the basis of the parent carried over to the 
subsidiary. The securities had a basis of 
$140,000 and a value of $8,000 at the time 
of the transfer. In the same year the 
subsidiary sold the securities for $7,000 and 
claimed a loss of $133,000. The Commis- 
sioner applied Section 45, and contended that 
the subsidiary’s loss must be limited to the 
difference between the value at the date of 
its acquisition by the subsidiary ($8,000) 
and the ultimate sales price ($7,000). Up- 
holding the Commissioner, the court pointed 
out: “It seems most reasonable to treat the 
loss as one which had in fact been sustained 
by the parent rather than by its subsidiary. 
The shifting of the loss to the subsidiary 
gives an artificial picture of its true income 
and one which it was unnecessary for the 
Commissioner to accept.” 


The really new principle established by 
the decision is that the application of Sec- 
tion 45 is not restricted in certain instances 
by the specific carry-over basis provisions 
of Section 113 of the law. (In the writer’s 
opinion, this is not necessarily true in all 
instances. See E, infra.) With respect to 
the taxpayer’s contention that the general 
provisions of Section 45 were limited by the 
specific basis provisions of the statute, the 
court stated: “In every case in which the 
Section is applied its application will neces- 
sarily result.in an apparent conflict with 
the literal requirements of some other pro- 
vision of the act. If this were not so Section 





* To the same effect is Pennsylvania Indemnity 
Company [CCH Dec. 8513], 30 BTA 413. The 
taxpayer caused certain of its controlled sub- 
sidiaries to convey to it, at their original cost, 
certain securities which had in fact depreciated 
greatly in market value. The taxpayer parent 
then sold them at market value and sought to 
deduct the loss. See also Majestic Securities 
Corporation [CCH Dec. 11,304], 42 BTA 698; 
aff'd [41-2 usre 9525] 120 F. (2d) 12. 
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45 would be wholly superfluous. We ac- 
cordingly conclude that the application of 
Section 45 may not be denied because it 
appears to run afoul of the literal provisions 
of Sections 112(b)(5) and 113(a)(8) if the 
Commissioner’s action in allocating under 
the provisions of Section 45 the loss involved 
in this case was a proper exercise of the 
discretion conferred upon him by the 
Section.” 


Although the foregoing decision involved 
the transfer of property which had depre- 
ciated in value, the same result would ob- 
tain in a tax-free transfer of appreciated 
property. In such case, the profit realized 
upon the sale, to the extent that it repre- 
sented the increase in value which occurred 
while the property was held by the parent, 
would be allocated to the parent. 


What Section 45 Allows 


A. Use of subsidiaries or affiliates to split 
income. 


Because of the lower normal tax and 
surtax rates applicable to corporate net in- 
comes of less than $25,000, it is advanta- 
geous tax-wise in some instances to create 
one or more subsidiaries or affiliates to carry 
on various phases of the business. A com- 
mon arrangement is a manufacturing com- 
pany to produce the product, one or more 
selling companies to sell it and a real estate 
company to hold the land and buildings 
used in the business. In the publishing field, 
one company might perform the actual pub- 
lishing functions, while another would do 
the printing work. Of course, we are now 
speaking of relatively small operations, for 
there is no appreciable saving unless at least 
one of the companies in the group has in- 
come of less than $25,000. 

Section 45 does not stand in the way of 
such separate company structure. So long 
as the transactions between the various 
companies are based upon prices and charges 
which would prevail between uncontrolled 
companies, the section has no application. 
Some tax practitioners are apparently in- 
clined to the view that the relatively new 
and unexplored Section 129 might apply 
where a selling or real estate subsidiary is 
created for the purpose of taking advantage 
of the lower corporate rates. Although some 
foundation for this opinion can be found 
in a strict interpretation of the law, the 
writer does not believe that Congress in- 
tended this section to be applied to cases 
of this kind.’ It would seem unreasonable 





5 The problem arises because of the term ‘‘al- 
lowance’’ in Section 129. 
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for Congress on the one hand to provide 
the lower rates and on the other hand to 
prohibit a corporation from taking ad- 
vantage of them. In any event, it is signifi- 
cant that the regulations under Section 129 
do not refer to this situation. Furthermore, 
since there generally are other compelling 
business reasons for organizing separate 
companies, and tax reduction is only one 
of the motivating factors, it would be a 
rare case that met the “principal purpose” 
requirement of Section 129. 

B. Formation of Western Hemisphere trade 
subsidiary or affiliate. 


The creation of a new domestic sub- 
sidiary or affiliate to carry on the Western 
Hemisphere business (other than in the 
United States) of an existing corporation 
and thereby secure the exemption from sur- 
tax on the profits of that division of the 
business, as provided in Section 15(b), is 
not prohibited by Section 45. A substantial 
portion of the sales of an existing corpora- 
tion is made to customers in South America. 
The corporation, however, cannot meet the 
ninety-five per cent gross income test of 
Section 109, and consequently is required to 
pay both the normal tax and surtax on all 
of its earnings, including the profits from the 
South American sales. To obtain the surtax 
exemption allowed by Section 109, it or- 
ganizes a subsidiary to carry on the South 
American business. The subsidiary, of 
course, will meet the ninety-five per cent 
test, and will be entitled to the benefits of 
Section 15(b). Also, it is interesting to note, 
the Bureau has ruled that such plan does 
not constitute tax avoidance within the 
meaning of Section 129. (I. T. 3757, 1945 
CB 200.) 


C. Sales between related companies to estab- 
lish tax losses. 


A sale of securities, real estate or other 
property between related companies for the 
express purpose of establishing a deduction 
is not prohibited by Section 45, provided 
that the sale is at market value and un- 
conditional. The Board so ruled in General 
Industries Corporation [CCH Dec. 9597], 35 
BTA 615. A family controlled two corpora- 
tions. The first in 1931 and 1932 sold stocks 
and bonds to the second at market prices 
which were below cost, and claimed deduc- 
tions accordingly. The Commissioner disal- 
lowed the deductions under authority of 
Section 45. Deciding in favor of the tax- 
payer, the Board held that although the 
section gives the Commissioner the right to 
apportion or allocate a deduction, it does 
not authorize him to disallow a deduction. 
In the words of the Board, “Section 45 per- 
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mits distribution, apportionment or alloca- 
tion of a deduction, but nowhere permits 
disallowance thereof, which is the action 
herein taken by the Commissioner.” 

This route for creating tax losses is limited 
by Section 24(b), which first appeared in the 
Revenue Act of 1934, and by the ever- 
present specter of the Gregory case. Under 
Section 24(b), a loss on a sale between con- 
trolled corporations is not deductible if 
either corporation is a personal holding 
company or a foreign personal holding com- 
pany. Fhe broad principle of the Gregory 
case was applied to disallow a loss upon 
the sale of securities by a parent to its 
wholly-owned subsidiary, in Crown Cork In- 
ternational Corporation [CCH Dec. 14,128], 
4 TC 19 (1944), even though neither com- 
pany was a personal holding company. The 
basis upon which the loss was disallowed 
in the Crown Cork case was that the parent 
corporation had domination and control of 
the subsidiary, and that there appeared to be 
no business purpose for the transaction aside 
from the hope of obtaining a tax saving. 
Another point stressed in the opinion was 
that there was no economic loss but merely 
a transfer from one pocket to another. 


To summarize, a sale of property between 
related companies results in a deductible loss 
if the sale is at market value and uncondi- 
tional, if neither company is a domestic or 
foreign personal holding company, and if 
the transaction had a genuine business pur- 
pose. It would also appear that a court 
would be more inclined to find that these 
conditions were fulfilled if the interests of 
the controlling stockholders in the two cor- 
porations are substantially different. 

D. Distribution of appreciated property by 
subsidiary to parent and sale by latter. 

Assume that a subsidiary owns an asset at a 
cost of $100,000 which has appreciated in 
value to $400,000. Although no active nego- 
tiations for the sale of the property have 
been started, it has been decided that the 
time is propitious to dispose of the asset. 
The obvious procedure is for the subsidiary 
to consummate the sale and, if the property 
is a capital asset within Section 117(a) or 
qualifies under Section 117(j), pay a tax 
of twenty-five per cent of $300,000, or 
$75,000. If and when the profit from such 
sale less the tax paid thereon—$225,000— 
is paid up to the parent as a dividend, the 
parent will incur a tax of 5.7 per cent, or 
$12,825. The total tax to the group is, 
therefore, $87,825. Another method of dis- 
posing of the property is for the subsidiary 
to declare a dividend in kind of the property 
and for the parent to make the sale. Under 
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this arrangement, the subsidiary would have 
no taxable gain and the only tax payable by 
the parent would be 5.7 per cent of the 
$400,000, or $22,800. The basis of the prop- 
erty to the parent is, of course, $400,000 
(the market value at the time of the dis- 
tribution of the dividend), so no gain is 
realized by it upon the sale at a price of 
$400,000. 

This apparent loophole in the law is caused 
by two factors: the first is the principle 
established by General Utilities & Operating 
Company v. Helvering [36-1 ustc J 9012], 296 
U. S. 200, that the declaration and payment 
of a dividend in kind of appreciated property 
does not result in any taxable income to the 
distributing corporation; and the second is 
the eighty-five per cent dividends-received 
credit provided in Section 26(b). 

The Tax Court had this problem in the 
recent case of Transport, Trading & Terminal 
Corporation [CCH Dec. 15,988], 9 TC 247. 
The taxpayer-subsidiary, on October 25, 
1940, paid a dividend in kind of certain 
securities having a cost of $20,000 and a 
value of $582,000. Negotiations for the sale 
of the securities by the parent were started 
on November 11, 1940, and culminated in 
a formal agreement executed on November 
22, 1940. The price was $582,000. The Com- 
missioner, taking the position that the tax- 
payer-subsidiary had realized a taxable gain 
of $562,000, attacked the transaction on 
three fronts (none of which impressed the 
court): 

(1) The transaction was made without 
any business purpose and solely for tax- 
saving purposes. As to this, the court said: 
“The respondent argues that where a con- 
trolled corporation distributes property to its 
parent, without any business purpose and 
solely for tax-saving purposes, such dis- 
tribution should be disregarded and the gain 
resulting from the sale by the parent treated 
as taxable to the controlled corporation. 
The respondent does not contend that the 
corporate entity should be disregarded. .. . 
We do not think the rule should be applied 
in the instant case. Generally, individuals 
organize business corporations with the ex- 
pectation that dividend payments will 
eventually result from their operations. It is 
the province of the corporate directors to 
determine the time and the character of the 
dividend payment. It is unimportant here 
whether the stockholder is an individual 
or a corporate entity. If the declaration of 
a dividend is genuine and the transfer is un- 
conditional and final it is effective as such.” 

(2) The sale by the parent was in sub- 
Stance a sale by the taxpayer. This conten- 
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tion was based upon the rationale of 
Commissioner v. Court Holding Company, 
[45-1 ustc J 9215], 324 U. S. 331, and Fair- 
field Steamship Corporation v. Commissioner 
[46-2 ustc § 9322], 157 F. (2d) 321. No 
foundation existed for such argument; as 
the court pointed out, “there is not present 
here a situation where negotiations for the 
sale had been pushed to an advance stage 
or had even been started by the corporation 
prior to the distribution.” 


(3) The appreciation in the value of the 
securities was taxable to the subsidiary even 
though a valid distribution in kind had 
occurred. This contention, of course, is the 
same that has been made recently by the 
Commissioner in almost every case of dis- 
tribution in kind, with the hope of eventually 
giving the Supreme Court the opportunity 
to reconsider the principle laid down in the 
General Utilities & Operating Company deci- 
sion. As usual, the Tax Court held that the 
contention lacked merit, and pointed out that 
the General Utilities case has been repeatedly 
followed, citing Timken [CCH Dec. 12,811], 
47 BTA 494, National Carbon Company, Inc. 
{CCH Dec. 13,252], 2 TC 57, and Young 
[CCH Dec. 14,876], 5 TC 1251. 

Apparently, Section 45 was not advanced 
as an argument by the Commissioner in this 
case. That is understandable, for it is diffi- 
cult to see how it could apply. No shifting 
of incéme occurred here through a sale at 
other than market value or a tax-free trans- 
fer. The transaction that gave rise to the 
tax saving was a genuine and unconditional 
dividend distribution in kind, which was 
properly reported in the parent’s gross in- 
come at market value. As the court pointed 
out, such a dividend must be given effect 
for tax purposes. In any event, dividend 
income cannot possibly be allocated as be- 
tween the receiving corporation and the dis- 
tributing corporation. 

E. Liquidation of subsidiary followed by 
deduction arising from transferred assets. 

A wholly owned subsidiary holds certain 
Section 117(j) real estate which has de- 
preciated in value, or owns a debt which, 
in the light of presently available facts, will 
become worthless in the near future. Be- 
cause the subsidiary has little or no income, 
the loss from a sale of the real estate or 
the bad debt deduction will be largely wasted 
for tax purposes in its hands. For this 
reason, and for certain other business rea- 
sons, it is proposed that the subsidiary be 
completely liquidated under Section 112(b) (6). 
The subsidiary’s basis for the real estate 
and debt carry over to the parent under 
Section 113(a)(15). After the liquidation, 
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the property is sold and the debt becomes 
wholly worthless (it was, of course, partially 
worthless at the time of the liquidation) ; * 
the parent claims as deductions the loss 
and the bad debt, and uses them as offsets 
against its own income. Specifically, let us 
say that the liquidation took place on Sep- 
tember 30, 1947; the real estate was sold, 
and the debt became completely worthless, 
in April, 1948. The parent takes the de- 
ductions in its 1948 return. The final return 
of the subsidiary was for the period January 
1, 1947, to September 30, 1947. 


Query: Can the Commissioner apportion 
any part of these deductions to the sub- 
sidiary under Section 45? In the writer’s 
opinion, the answer is in the negative. 


The reasons are twofold: first, the trans- 
action involved the transfer of an entire 
business or all of the assets of a corporation, 
as distinguished from the transfer of a single 
asset, as in the National Securities Corpora- 
tion case; second, the transferor was not in 
existence when the deductions arose. 


Where, as in this situation, the entire busi- 
ness of one corporation is transferred to 
another and the transferee thereafter carries 
on the business as its own, the net income 
of the transferee from the combined opera- 
tions can be clearly reflected only if all in- 
come and all deductions flowing from the 
combined businesses are taken into account. 
In the case of a merger or complete liquida- 
tion of a wholly owned subsidiary, all assets 
and all liabilities are transferred to the par- 
ent, and the parent, for all purposes, steps 
into the shoes of the subsidiary. The busi- 
ness carried on prior to that time by the 
predecessor-subsidiary becomes the business 
of the successor-parent. Consequently, any 
income or deductions which arise after the 
business is transferred belong to the suc- 
cessor and not to the predecessor. The 
mere fact that an item of income or deduc- 
tion stems from a transaction originally 
entered into by the predecessor, does not 
detract from its importance as an essential 
element in the computation of the net income 
of the successor. In the case of a transfer 
of an entire business of one corporation 
to another, the question of determining 
to whom the income is taxable or de- 
ductions allowable, is, in the writer’s opinion, 
not within the purview of Section 45, but is 
merely a question of time—the time when 
the income was realized or the time when 





6 Although the statute permits a deduction for 
a partially worthless business debt, provided 
there is a charge-off, the deduction can be de- 
ferred until such time as the debt is completely 
worthless. Code Section 23(k) (1). 
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the deduction arose. In other words, the 
problem is the same as in the case of a 
change of accounting period, to wit: In 
which period are the income and deductions 
properly reportable? 


The second reason why Section 45 does 
not apply is that when the deductions arise 
in 1948, no other company to which any part 
of the deductions can be allocated will be 
in existence. It seems fundamental that an 
allocation can be made only to a taxpayer 
which was in existence at the time the in- 
come or deduction was realized. Any at- 
tempted allocation by the Commissioner un- 
der these circumstances would not and could 
not be an allocation, but would be a dis- 
allowance; and as we have seen before 
(see C, supra), Section 45 does not authorize 
disallowance of deductions. 


Neither does Section 129 apply; by its 
express terms, it comes into play only if 
there is an acquisition of control. Here the 
parent controlled the subsidiary prior to the 
transaction. A shift from indirect control 
to direct control, such as occurs in a Sec- 
tion 112 (b) (6) liquidation, cannot be within 
the province of Section 129. 


On the assumption that the Commission- 
er’s allocation of income or deductions from 
one corporation to another is proper, here 
are some possible complications: 


(1) Additional regular tax may be im- 
posed if the corporation whose taxable in- 
come is increased is subject to higher rates 
than the other corporation. The same is 
true if a deduction is allocated from an in- 
come company to a loss company. 


(2) An allocation of income may place 
one of the corporations in the classification 
of a personal holding company subject to 
the surtax imposed by Section 500. For ex- 
ample, one corporation originally might 
have reported $10,000 rental income and 
$30,000 gross income from operations. Un- 
der those facts, of course, it does not meet 
the “income test” of a personal holding 
company. If, however, a gain of $110,000 
or more from the sale of securities should 
be allocated to the corporation, eighty per 
cent or more of its gross income would be 
personal holding company income. 


(3) Earnings and profits may be changed 
to the extent that a prior Section 115 (d) 
distribution (capital distribution) might be 
converted to a Section 115 (a) distribution 
(taxable dividend). 


(4) An operating loss carry-over or 
carry-back may be reduced or entirely 
eliminated. [The End] 
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THE SILVERSON 


PLAN 





An End to Earned Income Discrimination 


By LESTER W. RUBIN 


A WELL-ARGUED PLEA FOR TAX CONSIDERATION FOR 
THE ESTABLISHMENT OF A PERSONAL RETIREMENT PLAN 





ITH LITTLE FANFARE, a new and 

unique income tax idea has been en- 
gaging the interest of increasing numbers of 
tax specialists and laymen alike. It is called 
the “Silverson Plan” after its originator, 
Harry Silverson of the New York Bar. 


The basic object of the plan is to allow 
individuals to set up their own deferred- 
income funds. Its development and purpose 
call to mind other recent corrective tax 
measures, such as the Ruml Pay-As-You- 
Go Plan, adopted in 1943, and the Surrey 
Plan, adopted in 1948. 


Beardsley Ruml’s idea of “paying as you 
go” had a meteoric acceptance in 1943. Al- 
most as rapidly accepted was the idea of 
Stanley S. Surrey, then Tax Legislative 
Counsel of the Treasury Department, for 
“income splitting” as a method of equalizing 
the tax treatment of husband-wife income 
throughout the country. These plans offered 
remedies for serious tax difficulties. They 
were simple to understand and to admin- 
ister. Itis this writer’s belief that the same 
favorable features are present in Mr. Silver- 
son’s proposal. 


The purpose of the Silverson Plan is to 
remove a grave tax inequity—the unjust 
discrimination inherent in our tax machinery 
against earned income. For a number of 
years, it has been apparent that professional 





1This proposal was made in an address in 
June of 1946 before the Thirty-ninth Annual Con- 
ference of the National Tax Association, held in 
Chicago. Mr. Surrey’s address, entitled ‘‘Family 
and Federal Taxes,’’ was printed in TAXES— 
The Tax Magazine, October, 1946, p. 980. 


Silverson Plan 


and salaried people have been faring poorly 
taxwise, compared with their neighbors 
whose income is derived from capital in- 
vestments or from the operation of corpo- 
rate businesses. No really practical solution 
had been offered until the Silverson Plan 
was proposed. 


The only measure adopted which was 
designed to correct this inequity was the 
earned-income credit.” As we recall, the 
earned-income credit constituted a remedy 
in theory alone. Hardly anyone today re- 
grets its removal from the tax statutes. 


A basic factor responsibile for the unequal 
tax burden, which the Silverson Plan is de- 
signed to correct, is the relatively short 
period during which many individuals re- 
ceive their peak earnings. In the case of 
the typical professional man, a long time 
spent in schools is followed by a long ap- 
prenticeship and slow establishment of pro- 
fessional reputation. Generally, the successful 
professional man does not receive his maxi- 
mum earnings until he is forty or forty-five 
years old. Since our present tax scheme 
does not provide for deferring income tax 
or for averaging it over a long period of 
time, these peak earnings are immediately 
subject to a large cut by the tax collector. 
The result is that the professional man has 
no opportunity to accumulate earnings for 
his old age. 


The scales are weighted even more heav- 
ily against persons with more sharply bunched 





2The most recent earned-income credit, con- 
tained in Code Sec. 25(a)(4), was repealed by 
Section 107 of the Revenue Act of 1943. 


The author is associated with the law firm of Engel, Judge & Miller, New York City 
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peak earnings—especially people in the enter- 
tainment and sports worlds. In the begin- 
ning of their careers, their income is nominal 
(and in many instances nonexistent). Next 
follows a period—perhaps five to fifteen 
years—of rising earnings. The curve then 
shows a falling off, which is dishearteningly 
rapid in the “popular favor” fields. Yet, 
during the few years of prosperity, tax rates 
are practically confiscatory. 


The problem is different for the salaried 
employee. His main benefit from adoption 
of the Silverson Plan would be the incentive 
to build a “nest egg” to cushion his eventual 
retirement. Thus, he, too, would be enabled 
to stand on a more equal footing with the 
investor and the corporate businessman. 


In contrast, the businessman can shield 
his peak earnings from the graduated surtax 
rates, especially through the use of the cor- 
porate form in conducting his business. Un- 
der this mode of operation, the “proprietor” 
can draw a salary commensurate with the 
needs of his family and allow the remainder 
of the corporate profits to accumulate. The 
corporate tax of twenty-one per cent to 
thirty-eight per cent on the remainder is a 
good deal less than the personal income tax 
rate on a successful businessman’s income; 
this would be true even if the (infrequent) 
penalty is imposed for undue accumulation 
of income under Section 102. Furthermore, 
pension plans can be set up to take care of 
the “proprietor” when he retires. Payments 
into the fund can be deducted by the cor- 
poration when they are made, but are not 
reportable income until they are received. This, 
of course, is effective as a tax-saving device. 


Furthermore, as the corporation grows, 
its good will increases. This asset incre- 
ment is untouched by the surtax rates. The 
corporate stockholding may be divided by 
gifts to members of the family, and dividend 
income can thus be spread considerably. 
While the professional man can now split 
his income with his wife, the businessman 
has always been able to split his income, 
even into the second and third generation, 
if he so desires. Stock may be sold and the 
resultant capital gain taxed at a maximum 
of twenty-five per cent, despite the fact that 
the increased value of the stock may be 
attributable largely to the “proprietor’s” 
personal efforts. These and other advan- 
tages accrue to those doing business in the 
corporate form. 


Obviously, such comparative treatment is 
not fair. It was to eliminate these inequities 
and to aid taxpayers to accumulate funds 





for their old age that the Silverson Plan 
was formulated. This is accomplished by 
providing a simple, feasible method of de- 
ferring the taxation of a portion of income 
earned in periods of “prosperity” to periods 
of financial stress and to old age. 


Briefly, the plan is to allow each taxpayer 
to set up his own deferred-income fund— 
with the tax collector’s blessing. This he 
would do by investing a portion of his yearly 
earned net income (fifteen per cent or 
$10,000, whichever is lower, has been sug- 
gested as a reasonable yearly maximum) in 
special low interest-bearing, nonassignable 
United States Government bonds. The in- 
centive to purchase these bonds is found in 
the provision that the amounts thus invested 
would be excluded from gross income in 
the year in which the bonds are purchased. 
The cash proceeds of these bonds would be 
included in gross income in the year of re- 
demption,; and only then would the tax 
thereon be collected. 


These bonds would be sold at face value 
by banks and post offices. At the time of 
purchase, the taxpayer would receive a slip, 
somewhat similar to Form W-2, the with- 
holding slip he now receives from his em- 
ployer. These would be attached to the 
tax return at the time of filing, and would 
substantiate the exclusion of the amount of 
income shown from taxable income for the 
year. If the limit of income excludible is 
set at fifteen per cent of earned net income 
or $10,000, whichever is less, that limit is 
easily enforced by comparing the total in- 
come excluded with the earned net income. 
People will not ordinarily overbuy; but if 
they do, a carry-over similar to the one 
allowed by Code Section 23 (p) (1) (A) 
(iv), in the case of contributions to pension 
trusts, can be provided. 


Bonds would be redeemable at banks or 
post offices. The bondholder would receive 
the face amount of the bonds plus interest 
at one per cent per annum from the date 
of purchase® less a withholding tax at the 
basic tax rate in effect at the time of redemp- 
tion. At the present time this rate is fifteen 
per cent. The redeeming office would give 
a withholding slip, which would be a receipt 
for the tax withheld. This would be at- 
tached to the tax return, as is the W-2. In 
addition, the redeeming office would furnish 
to the government an information form 
showing the value of the bonds cashed in 
and the tax withheld—the equivalent of 
Form 1096 today. The full face value of 





%To discourage early and indiscriminate re- 
demption, no interest would be paid on bonds 
held for less than five years. 
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the bonds plus interest would be reported 
as income in the year redeemed. 


Since the main effect of this plan is to 
soften the impact of the high surtax rates, 
the bonds of most people will not be re- 
deemed in years of high income, but rather 
in years when income is needed to finance 
retirement, illness or old age, or in times 
of economic stress, when incomes are low. 
The bonds would finally mature ten years 
after the purchaser’s death. This would re- 
lieve the beneficiaries from reporting the 
entire amount as income in any one year. 
In addition, the bonds would be redeemable 
only by individuals, a proviso which would 
prevent complete tax avoidance by bequests 
to charity. 


The “money-burns-a-hole-in-the-govern- 
ment’s pocket” school of thought urges— 
and perhaps with considerable merit—that 
such purchases of government bonds will 
put in the government till extra money 
which may be spent at the time of receipt 
rather than kept until the time of redemp- 
tion of the bonds. If it was provided that 
regular government bonds must be retired 
in an amount equal to the purchase of these 
bonds, not only would such a trend be re- 
tarded, but there would be an excellent 
prospect of lowering a portion of the gov- 
ernment’s financing cost to one per cent. 


A number of broad economic aspects of 
this plan require consideration, but limita- 
tion of space prevents discussion of them 
here. Mr. Silverson has devoted a great 
deal of thought to these and other relevant 
factors in an article * which is “must” read- 
ing for anyone interested in the problem and 
its solution. 


The growth of support for the Silverson 
Plan is indeed impressive. Among the many 
leading professional societies’ which have 
endorsed it is the influential Association of 
the Bar of the City of New York. Shortly 





‘Silverson, “Harned Income and Ability to 
Pay,’ 3 Tax Law Review 299 (February-March, 
1948). 

5 For a list of the organizations interested in 
the plan, see Record of the Association of the 
Bar of the City of New York, April, 1948, p. 130. 


after Mr. Silverson testified*® last year be- 





fore the Congressional committees, his plan 
received its first recognition from the Amer- 
ican Bar Association in the form of an 
endorsement by the Committee on Federal 
Income Taxes of the association’s Section 
of Taxation. It is at present under the 
study of a special committee of that section 
under the chairmanship of Judge Charles 
D. Hamel. 


Support for the Silverson Plan is to be 
found also among accountants, doctors, 
architects, engineers and other professional 
men and their organizations. The plan is 
designed to afford equitable treatment to all 
earned-income taxpayers, including business 
executives, and has been exceedingly well 
received by these groups. In an editorial 
entitled “A Lower Tax on Brains,” appear- 
ing in a recent issue of a national business 
publication,” the plan’s broad appeal was 
aptly described in the following language: 


“Most important, the proposal would greatly 
increase management incentives. The oppor- 
tunity for the technical man to increase his 
real income and provide security for his 
family has been a key feature in the growth 
of American industry. As management 
needs for college-trained personnel expand, 
this opportunity must likewise be expanded. 
It is now being blocked by discriminatory 
taxation. Mr. Silverson has proposed a 
simple, workable method of removing the 
tax obstacle. Supporting his proposal will be 
to the interest of business and the public, as 
well as to the advantage of every professional 
man.” (Italics supplied.) 


With such an increasingly broad base of 
support, it is safe to predict that Congress 
will give its earnest consideration to this 
idea. This writer’s view, shared by many 
tax men, is that the Silverson Plan will be 
the next “popular” tax measure to be en- 
acted into law. [The End] 





® Hearings Before the Finance Committee on 
H. R. 1, 80th Congress, 1st Session, p. 408 et 
seq.; Hearings Before the Ways and Means 
Committee on Revenue Revisions, 1947-1948, 80th 
Congress, ist Session, Part 3, p. 1699 et seq. 

7 Business Week, May 22, 1948, p. 124. 


NEW YORK BANK INCOME TAX 


The New York Department of Taxation and Finance has granted a blanket extension 
of time for the filing of 1947 income tax reports by commercial and savings banks. 
Pursuant to this ruling, 1947 tax reports will be due September 15 rather than September 
1 of this year. There will be no interest due on the tax payments which are to be made 


at the time the reports are filed. 


Silverson Plan 





UNPAID LOSSES 


Case Estimates v. Schedule P Formula 





By CHARLES W. TYE... MEMBER OF THE TAX ADVISORY COMMIT- 
TEE, ASSOCIATION OF CASUALTY & SURETY EXECUTIVES, AND OF 
THE LEGAL DEPARTMENT, ROYAL LIVERPOOL GROUP, NEW YORK CITY 


N THE MARCH, 1944 issue of Taxes— 

The Tax Magazine, 1 pointed out that 
the broad dictum of the Tax Court in the 
case of New Hampshire Fire Insurance Com- 
pany [CCH Dec. 13,489], 2 TC 708, aff'd 
[45-1 ustc 79141] 146 F. (2d) 697, to the 
effect that the Convention Form of Annual 
Statement controlled the computation of 
tax for Section 204 insurance companies, 
might ultimately result in such companies’ 
being entitled to use the “Schedule P” 
reserve rather than “case estimates,” if 
higher, in computing the unpaid losses tax 
deduction on the so-called “Schedule P” 
lines—i. e., workmen’s compensation, auto- 
mobile and liability lines. Subsequently, this 
dictum was reaffirmed in the case of 
National Union Fire Insurance Company 
[CCH Dec. 15,458(M)], 5 TCM 927 (1946). 
Both cases, however, involved relatively 
minor points, namely, unauthorized rein- 
surance and over-ninety-day balances and 
other unadmitted assets, with the result 
that the more serious reserve question 
remained unsettled. 


Whether these decisions controlled the 
“Schedule P” versus “case” controversy 
remained problematical in view of three 
prior decisions of the Board of Tax 
Appeals: Massachusetts Protective Associa- 
tion, Inc. [CCH Dec. 5753], 18 BTA 810; 
American Title Company [CCH Dec. 8309], 
29 BTA 479, aff’d [35-1 ustc 9210] 76 F. 
(2d) 332; and Pacific Employers Insurance 
Company [CCH Dec. 9143], 33 BTA 501, aff’d 
[37-1 ustc J 9214] 89 F. (2d) 186. The most 
important of these three was the Pacific 
Employers case, holding, in effect, that com- 
panies could deduct unpaid losses only on a 
case basis, and predicated upon the under- 
lying assumption that Section 204 contem- 
plates the use of the Convention Form as a 
guide and not as a limitation in the applica- 
tion of the statute. Unfortunately, perhaps, 
the Tax Court made no attempt to distin- 


guish or overrule these cases in the New 
Hampshire Fire Insurance or the National 
Union cases. In fact, none of these cases 
was cited in the Tax Court’s opinions. 


Following the New Hampshire Fire In- 
surance case, T. D. 5387, amending Regula- 
tions 111, Section 29.204-2, was promul- 
gated. This ruling, prospective in its appli- 
cation for taxable years beginning after 
December 31, 1943, subjected Section 204 
insurance companies to the so-called sub- 
sequent-development rule of case estimates 
—upon audit, the actual development of 
case estimates, as a matter of hindsight, 
was inquired into by the agents, with the 
result that if the original estimates were 
in excess of approximately 115 per cent of 
the development, the excess was restored 
to income through the expedient of dis- 
allowing the excessive case estimates. This 
method was not objectionable to the in- 
dustry, generally, so long as it did not 
require exact mathematical calculations. The 
115 per cent factor negatived any such result. 


The first indication of a break in this 
approach to the problem appeared in 
a rather sketchy opinion of the United 
States District Court for the Western 
District of Texas in the recent case of 
Petroleum Casualty Company v. Scofield— 
[48-1 ustc J 9216]. In this case the com- 
pany issued only compensation policies and 
had only two Texas oil companies as policy- 
holders. These policies were written on a 
participation basis, and each year prior to 
the year in question (1938), pursuant to 
a written agreement between the company 
and its policyholders, the excess funds over 
what was needed to pay losses plus a con- 
tingency reserve were distributed to the 
policyholders. The company was on a case 
basis, but in 1938 the Texas Insurance 
Department required the maintenance of 
a “Schedule P” reserve if it was larger than 
case. It was necessary to transfer from 
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the account “Premiums Returnable to 
Policyholders” sufficient moneys to comply 
with the Insurance Department requirement 
since the “Schedule P” method produced 
a larger reserve than the case method pro- 
duced. A “Schedule P” deduction was 
claimed, disallowed upon audit, and sub- 
sequently allowed by the District Court 
in an opinion citing no cases but only 
conclusions of law—i. e., the increase in 
reserves is deductible as “unearned pre- 
miums” and is not “earned income” or 
“underwriting income” within the meaning 
of Section 204. The court also observed 
that if such amount is not unearned pre- 
miums, it is still deductible as an ordinary 
and necessary business expense. The deci- 
sion is unsatisfactory in the sense that the 
court was evidently attempting to give the 
company a deduction which it might other- 
wise have received by reason of the par- 
ticipation agreement, while it ignored com- 
pletely the fundamental issue. 


However, then pending before the Tax 
Court was another case in which the funda- 
mental issue was squarely presented. On 
May 13, 1948, the Tax Court handed down 
a memorandum decision in the case of Col- 
umbia Casualty Company [CCH Dec. 16,398 
(M)]. The Tax Court met the issue 
squarely, and held that the company was 
entitled to a “Schedule P” deduction on 
its unpaid losses. The Convention Form 
was held to control the method of tax 
computation under Section 204, the New 
Hampshire Fire Insurance case being cited 
as controlling. The following important 
language is quoted from the opinion: 


“The ‘losses incurred’ by an insurance 
company are the losses paid, plus the in- 
crease (or minus the decrease) in the losses 
incurred and unsettled at the end of the 
year over the amount thereof for the pre- 
ceding year, plus also the decrease in salvage 
and insurance recoverable (or minus the 
increase therein). Over a sufficient period 
of years the increases and decreases in the 
unpaid losses, whichever method of com- 
putation is employed, and in salvage and 
reinsurance recoverable, will average zero 
and the measure of ‘losses incurred’ will be 
the actual paid losses. The fluctuations in 
the amount of unpaid losses will increase 
‘losses incurred’ in one year and decrease 
this item in another, but over a long 
period will not affect the total deductions 
for ‘losses incurred’. Since ‘underwriting 
income’ involves ‘losses incurred’, which in 
turn involves [sic] ‘unpaid losses outstanding’, 
and since ‘underwriting income’ is to be 
‘computed upon the basis of’ the exhibit, 


Unpaid Losses 





it follows that ‘unpaid losses outstanding’, 
for purposes of the tax computation, are 
those reported on the exhibit of the An- 
nual Statement approved by the National 
Convention of Insurance Commissioners. 
The petitioner, in computing its income on 
the basis of the figures in exhibit, was fol- 
lowing the requirements of section 204 (b). 


“The respondent argues that our decision 
in the New Hampshire Fire Insurance Co. 
case was not correct and that section 204 
does not require the computation of under- 
writing income in blind compliance with 
the Convention Form, The respondent . 
points out that the Board of Tax Appeals 
has said the statute contemplates the use 
of the Convention Form as a guide and 
not as a limitation on the application of 
the statute, citing Massachusetts Protective 
Association, Inc. .; American Title Co. 
. . .; and Pacific Employers Insurance 
Co. . . .. Subsequent to these decisions 
and prior to our decision in New Hampshire 
Fire Insurance Co., the Joint Committee on 
Internal Revenue Taxation released for pub- 
lic use and reference an excerpt from the 
hearings on HR 8245, 67th Congress, Ist 
Session (the Revenue Act of 1921), con- 
fidentially printed for use of members of 
the Senate. This we quoted in our opinion 
in New Hampshire Fire Insurance Co., .. . 
and drew the conclusion that the Conven- 
tion Form was adopted by the Congress 
‘as the standard for determining the tax’ 
on insurance companies other than life or 
mutual, and that ‘the Convention Form as 
understood, followed, and applied in the 
insurance world must control the com- 
putation of income’ of such companies. 
Over a period of years approximately the 
same amount will be reported as income, 
and tax paid thereon, whether the higher 
or lower computation of unpaid losses is 
used. We consider the New Hampshire Fire 
Insurance Co. case controlling on this issue.” 

The above-quoted language of the Tax 
Court could hardly be stronger or more ex- 
plicit. To date, however, there has been 
no affirmative indication of the Treasury 
Department’s ultimate position. On the 
basis of past performance, I doubt that the 
Treasury will either appeal or acquiesce. 
In fact, legislation to nullify the effect of the 
decision is a real possibility. In any event, 
until the position of the Treasury is clarified, 
insurance companies are faced with the 
dilemma of whether to remain on case or 
switch to Schedule P; and if they follow 
the latter course, they must decide whether 
refund claims should be filed and for which 


(Continued on page 984) 
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By MITCHELL B. CARROLL 


Tax Convention with France 


COUNSELLOR AT LAW, NEW YORK CITY, AND SPECIAL COUNSEL FOR 
THE TAX COMMITTEE, NATIONAL FOREIGN TRADE COUNCIL, INC. 





HE TAX CONVENTION between the 

United States of America and France, 
signed October 18, 1946, gave rise to impor- 
tant developments in United States policy 
on mutual assistance clauses in conven- 
tions for the avoidance of double taxation, 
the results of which are reflected in the sup- 
plementary protocol signed May 17, 1948. 
The United States ratified both the conven- 
tion and supplementary protocol on June 18, 
1948. Moreover, conventions which had been 
almost completed with the Netherlands and 
Denmark were subsequently modified; and 
the provision on collection assistance in a 
pending convention with New Zealand’ was 
limited so as not to require the United States 
to assist in the enforcement of tax claims 
against its nationals, except on a basis which 
is so restricted as not to give rise to any 
objections. 

The convention with France, and the 
supplementary protocol and incidental under- 
standings, also contain a number of pro- 
visions benefiting primarily United States 
citizens who live in France as representa- 
tives of American business enterprises, and 
assuring them fair treatment with regard to 
income and estate taxes and French exchange 
regulations, as well as other concessions, 
which will be mentioned therein. 


Mutual Assistance 


The 1946 pact with France comprised 
three parts: Title I, which was designed to 
prevent double taxation in the field of French 
and United States federal taxes on estates 
and inheritances; Title II, which amended 
in some respects the income tax provisions 
in the existing convention of July 25, 1939 
(United States Treaty Series 988); and Title 
III, which replaced the carefully circum- 





1Inasmuch as there have been raised in re- 
gard to this convention certain objections which 
may lead to its modification, it is not covered 
in this article. 


scribed articles on mutual assistance in the 
income tax convention of 1939, made them 
applicable to estate taxes as well as to in- 
come taxes, and eliminated lines of nation- 
ality in the assistance in assessment and 
collection to be supplied by one state to the 
other at the latter’s request. 

Under the literal wording of the 1946 con- 
vention, the United States would have to 
supply automatically to France all the in- 
formation it had about the income of United 
States citizens and corporations having an 
address in France; it would have to supply, 
almost without qualification, information re- 
quested by France in particular cases; and 
if requested by France, it would have to 
apply “measures of conservancy” in connec- 
tion with French claims against United States 
citizens and corporations which had not 
been finally determined, and enforce such 
claims which had been finally determined. 

Exceptions in favor of the citizens and 
corporations of the country to which appli- 
cation is made had been incorporated in the 
convention concluded by the United States 
with France in 1939, as well as in that with 
Sweden in the same year; and the fact that 
there were no provisions for the mutual col- 
lection of taxes in the conventions with Can- 
ada in 1942 and the United Kingdom in 1945 
clearly proved that such provisions were not 
essential to a satisfactory treaty. The numer- 
ous arguments presented against Article 12 
on collection of taxes in the Franco-Amer- 
ican convention of 1946 are published in the 
hearings on that convention. (Hearings, 
First Session on Executive A, Convention 
with France on Double Taxation, Subcom- 
mittee of Committee on Foreign Relations, 
United States Senate, January 30, February 
6 and April 17, 1947.) 

The effectiveness of the objections pre- 
sented by business interests is shown by the 
fact that the supplementary protocol of May 
17, 1948 (Senate Executive G, Eightieth 
Congress, Second Session) and Executive 
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Report No. 7 (Senate, Eightieth Congress, 
Second Session) evidence the turning back 
of the clock to the time of the convention 
of July 25, 1939, which is now in force, and 
the addition of other safeguards, some of 
which are set forth in Executive Report No. 
7, and others of which are to appear in 
prospective regulations. 


Thus, Article 1 of the supplementary 
protocol categorically adds to Article 12 of 
the 1946 convention the stipulation that the 
“assistance provided for in this Article shall 
not be accorded with respect to citizens, cor- 
porations or other entities of the State to 
which application is made nor with respect 
to the estate of such citizens.” 


Supplementary understandings with France 
on exchange of information are found in the 
“Principles of Interpretation,” etc., in Ex- 
hibit I of Executive Report No. 7, paragraph 
(4), stating that the information to be fur- 
nished automatically to France under Article 
9 (1) (a) of the 1946 convention “shall not 
be given with respect to United States citi- 
zens, domestic corporations or other do- 
mestic entities and shall be given only with 
respect to nonresident aliens, foreign cor- 
porations, or partnerships as to which tax 
withholding is required.” 


The removal of the obligation to supply 
information in specific cases is found in 
paragraph (5) of “Principles of Interpre- 
tation,” etc., which declares that the provi- 
sions of Article 11 in the 1946 convention 
will be considered to have the same meaning 
and effect as Article 22 on this subject in the 
1939 convention. 


Mutual, Provisions _ 
in Other Conventions 


Despite their opposition to general pro- 
visions on collection assistance, the repre- 
sentatives of business organizations agreed 
with Treasury officials that an exception 
should be made where, for example, country 
A agrees to reduce the tax withheld from 
dividends paid to residents of country B, 
and it is therefore necessary to prevent a 
resident of country C, which has no such 
agreement with country A, from obtaining 
the benefits of the reduced rate through ar- 
ranging to receive his dividends through a 
nominee in country B. 


The prototype of the desirable rule for 
future conventions is found in Article X VII 
of the convention with New Zealand, signed 
March 16, 1948, which stipulates that “each 
of the Contracting Governments may collect 


Convention with France 








such tax imposed by the other Contracting 
Government as will ensure that the exemp- 
tion or reduced rate of tax granted under 
the present Convention by such other Gov- 
ernment shall not be enjoyed by persons 
not entitled to such benefits.” 


If state A has a convention with state B 
which provides for a reduction in rate not 
applicable to residents of state C, and if a 
resident of state C tries to benefit from the 
reduction by receiving the income through 
a nominee in state B, the above rule can be 
brought into application by requiring the 
nominee in state B to withhold the difference 
between the rate withheld by state A and 
that applicable by state A to residents of state 
C and turn over this amount to the tax au- 
thorities of state B for remittance to state A. 


Collection Assistance 


Articles on collection in the convention 
with the Netherlands, signed April 29, 1948, 
and in that with Denmark, signed May 6, 
1948, reflect the difficulties of revising al- 
ready drafted clauses for all-out assistance 
in collection. 

While the respective articles (Article 
XXII, Netherlands; Article XVIII, Den- 
mark) still contain three paragraphs pro- 
viding for assistance in the collection of 
taxes of finally determined tax claims on an 
optional basis, paragraph (4) embodies the 
caveat that the assistance envisaged shall 
not be accorded with respect to the citizens, 
corporations or other entities of the state 
to which application is made, except as is 
necessary to ensure that the exemption or 
reduced rate of tax granted under the pres- 
ent convention to such citizens, corporations 
or other entities shall not be enjoyed by 
persons not entitled to such benefits. 

Business associates have raised no objec- 
tion to this departure from their general 
stand against provisions for collection as- 
sistance, inasmuch as it is recognized that 
where, for example, a Dutch citizen resid- 
ing in Holland and not engaged in business 
in the United States through a permanent 
establishment is entitled to a reduction of 
the United States withholding rate on divi- 
dends from thirty per cent to fifteen per 
cent, a Dutch citizen residing in a third 
country would not be entitled to this reduc- 
tion. Consequently, it would be appropriate 
for the Netherlands to assist in collecting 
the fifteen per cent differential to which the 
citizen residing in the third country is not 
entitled. 
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The provisions on exchange of informa- 
tion in the conventions with the Netherlands 
(Article X XI) and Denmark (Article X VII) 
are modeled after those in the convention 
with the United Kingdom of April 16, 1945 
(Article XXII), and they are substantially 
alike. They simply envisage in general lan- 
guage that the competent authorities of 
the two contracting states shall exchange 
such information (information available 
under the respective taxation laws) as is 
necessary to carry out the provisions of the 
convention or to prevent fraud or admin- 
ister statutory provisions against tax avoid- 
ance in relation to taxes covered in the 
convention. Any information so exchanged 
is to be treated as secret, and is not to be 
disclosed to any persons other than those 
concerned with the assessment and collec- 
tion of the taxes which are the subject of 
the convention. No information which would 
disclose any trade secret or trade process 
may be exchanged. [Mr. Carroll will further 
discuss the tax conventions with the Nether- 
lands and Denmark next month.]| 


Income of Americans in France 


Of the substantive clauses that emerged 
from the series of hearings and conferences 
held while the convention with France of 
1946 was being considered by a subcommit- 
tee of the Senate Committee on Foreign 
Relations, those of most interest to Ameri- 
can business enterprises are clauses which 
should afford reasonable protection to the 
income of the American citizen while he is 
living in France and to his estate when he 
dies there. 


The measures which protect the living are 
briefly the following: 


(1) The income of temporary business 
visitors is exempted in the state visited, 
under the article which provides in sub- 
stance that an individual resident of the 
United States shall be exempt from tax in 
France upon compensation for personal 
services (other than income from the exer- 
cise of a liberal profession) performed in 
France if he is there for a period or periods 
aggregating less than the taxable year, and 
if such services are performed for or on 
behalf of a resident, corporation or other 
entity of the United States. This provision, 
which is reciprocal, was accepted as a con- 
cession to France, in order to make the 
exemption for representatives of French 
enterprises who visit the United States co- 
extensive with the period of exemption 
usually granted by France to visitors from 
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abroad. (Article I (3), supplementary pro- 
tocol, Executive G, Senate, Eightieth Con- 
gress, Second Session, amending Article 9 
of the Convention of July 25, 1939, Treaty 
Series 988.) 


(2) United States citizens who live in 
France are benefited by several paragraphs 
in the “Principles of Interpretation” and 
“Tax Alleviations” to which the United 
States and France are in agreement under 
the 1946 convention (set forth in Exhibit | 
of Executive Report No. 7, Senate, Eightieth 
Congress, Second Session), as follows: 


(a) To remove them from the operation 
of French exchange regulations requiring 
residents of France to convert into francs 
all income from abroad, paragraph (1) pro- 
vides that “citizens of the United States 
resident or domiciled in France will not be 
required to transfer into francs income of 
such citizens from sources outside France.” 


(b) To take into account the extra ex- 
penses incurred by American business rep- 
resentatives in France, paragraph (2) states 
that the appropriate French tax authorities, 
in applying the French salary tax and super- 
imposed general income tax upon the earned 
income of United States citizens employed 
in France by American employers, “will 
proceed in a liberal spirit in each particular 
case in alleviation of the burden of such 
tax, having in mind the increased cost of 
living in the case of such citizens, because 
of their residence in France.” 


(c) To assure United States citizens 
“domiciled” in France for income tax pur- 
poses exemption from the French general 
income tax in respect to income from sources 
outside France and subject to the United 
States income tax, this tax is deemed under 
paragraph (3) “to be a personal tax on 
global income” within the meaning of Ar- 
ticle 114 of the French Code of Direct Taxes, 
which accords such exemption. 


(d) If a United States citizen should be 
held to be “domiciled” in France so as to be 
liable for the French tax on income from 
securities or dividends and interest from 
United States sources, the French schedular 
tax rate of thirty per cent is reduced by 
twenty-five, leaving a rate of five per cent. 
However, such income should not have to be 
remitted to France under (a) above, and no 
general income tax should be payable thereon 
under (c) above. 


(e) Various alleviations of the revenue 
and fiscal laws of France in their application 
to United States citizens and corporations, 
covered in a note dated May 6, 1946, from 
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the French Ambassador in Washington to 
the Secretary of State, will continue in 
effect as long as the convention of October 
18, 1946, remains in force. (Paragraph (6), 
“Principles of Interpretation,” etc., supra.) 


Property of Decedents 


To obviate, insofar as possible, liability 
for French inheritance tax in the case of 
United States business representatives who 
die in France, there are two provisions: 


(1) Article I (2) of the supplementary 
protocol provides that whether or not a 
United States citizen acquired in France a 
domicile, as the term.is used in Title I of 
the convention of October 18, 1946, relating 
to death taxes, shall be determined in con- 
formity with Article 103 of the French Civil 
Code as in effect on the date of signature 
of this protocol. 

This article? reads: 


“Article 103. The change of domicile is 
effected by the fact of having a real habita- 
tion in another place coupled with the intent 
of fixing there one’s principal establish- 
ment.” 


(2) A qualification of the foregoing pro- 
vision is found in paragraph (7) of the 
“Principles of Interpretation,” etc., supra: 

“The fact of living within one of the Con- 
tracting States and working as an employee 
or representative of an enterprise foreign 
as to that state or of a subsidiary of such 
enterprise, or for the rendition of any other 
personal services, and the fact of such em- 
ployment or service, shall not constitute 
domicile in that state of such employee or 
representative or individual, unless there 
is a clear intention to the contrary.” 


Under such provisions there seems to be 
little likelihood that any United States citi- 
zen will be held to have died domiciled in 


?Correspondingly, the determination of 
whether a French citizen acquired a domicile 
in the United States for the purposes of the 
federal estate taxes will be made in conformity 
with Section 81.5 of the United States Estate 
Tax Regulations, as in effect on the date of 
signature of this protocol. 


France if he went to France as an employee 
of an American corporation or its French 
subsidiary, with the intention of maintaining 
his domicile in the United States and sub- 
ject to transfer or recall by his company. 


However, if a United States citizen should 
be held to have died while domiciled in 
France, there would be allowed against the 
French estate taxes a credit for the United 
States estate taxes on property situated in 
the United States, in order to avoid double 
taxation. Moreover, by reason of his citi- 
zenship, the United States decedent would 
be allowed a credit for French death taxes 
on property having its situs in France. 
(Article 5.) 


Future Taxes on Capital 


As the result of protests presented by the 
National Foreign Trade Council, Inc., and 
othérs against the application of the French 
National Solidarity Tax, certain alleviations 
were incorporated in the note of Ambas- 
sador Bonnet to the Secretary of State, dated 
May 6, 1946 (Exhibit 2, Executive Report 
No. 7, supra), and a provision was inserted 
in the supplementary protocol of May 1/7, 
1948. Article I (5) of the latter provides for 
inserting in the existing convention of July 
25, 1939, an Article 19A, which states in 
substance that if an American citizen or cor- 
poration domiciled in the United States owns 
real property, or a commercial or industrial 
establishment, in France, France may levy 
thereon taxes on property or on increment 
of property, but that all other forms of prop- 
erty will be subject to property taxes only 
in the United States. For the purpose of 
this provision, the “domicile” of physical 
persons corresponds to their normal resi- 
dence understood in the sense of permanent 
habitation; the “domicile” of corporations 
means the place of the site of their actual 
management. 


The foregoing, however, is to apply not 
to past assessments of the French National 
Solidarity Tax, but to taxes enacted on or 
after the date of exchange of instruments 
of ratification of this protocol. [The End] 


NEXT MONTH: The author will discuss the tax conventions with the 
Netherlands and Denmark. He represented the National Foreign Trade 
Council at hearings on the conventions analyzed before a subcommittee of the 
Senate Committee on Foreign Relations and at conferences relating to them 


with tax officials. 
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By M. N. FRIEDLAND .. . 





N THE SEPTEMBER, 1947 issue of 
this magazine, an article by the writer 
appeared under the title “An Analysis of 
California Estates.” Reference was made 
there to California laws applicable to the 
subject in question, as well as to the various 
federal revenue acts, the most important 
being that of 1942. 


The 1948 Revenue Act has revolution- 
ized the various concepts in existence. Of 
course, the applicable California laws were 
not affected. Hence, that portion of the 
writer’s previous article dealing with 
California laws is in no need of revision. 
While reference will be made to it from 
time to time, there is no need for repetition. 
The new revenue act is another matter, 
however; there everything has to be looked 
into, changed or replaced, as the occasion 
demands. Our attention, therefore, will be 
directed to the new revenue act in our 
analysis of California estates from the point 
of view of income, gift and estate taxes. 


The Revenue Act of 1948 has not changed 
the concept of property ownership in com- 
munity as well as in non-community states. 
No revenue act has ever done that; no 
federal act could do so. It is rather the 
province of state government. Thus, the 
California concept pertaining to ownership 
of property, community and separate, re- 
mains the same after the enactment of the 
1948 Revenue Act. It did not change one 
iota. This is the first cardinal principle to 
be remembered. 


One of the most important “objectives” 
of this act (the authors of it assure us) is 
to “equalize” the tax burden between com- 
munity and non-community states. Ordi- 
narily, such procedure may be questioned 
from various points of view. However, be 
that as it may, it is not our aim to ques- 
tion it for the time being. 


To attain such “objectives,” spouses are 
given the opportunity of making a “joint” 
return of their income. And when that is 
done, a “marital deduction” is allowed. 


Analyzing California Estates 
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Two things are noticeable in connection 
with such a deduction: First, a joint re- 
turn is optional and not mandatory. 
Second, it concerns spouses only. It has 
no relation to others—that is, children, 
parents, etc. The act does not change 
their position to any extent. This is the 
second cardinal principle to be remembered. 
It usually becomes very important when 
the subject of gift and estate taxes is 
considered in relation to irrevocable trusts, 
life insurance policies and wills, with or 
without testamentary trusts. 


The comments of the House, and es- 
pecially those of the Senate Finance Com- 
mittee, upon various community property 
provisions of the new act deal with three 
periods: the first refers to conditions up 
to the 1942 Revenue Act; the second, to 
matters under the 1942 Act; the third, to 
problems under the 1948 Act. While such 
comparative analysis is ideal, it is some- 
what complicated as far as space is con- 
cerned. The proper procedure, therefore, 
is a happy medium—to follow such pro- 
cedure but limit it to the highlights of 
each subject at issue. 


Income Taxes 


In non-community states, there is but 
one kind of property. It belongs either to 
one of the spouses or to both. It may be 
held by them as tenants in common, as 
joint tenants, or even as tenants by the 
entirety. That does not change the nature 
of the property; it is still one kind. The 
situation is different, however, in com- 
munity states, and in California as one of them. 


In California there are two kinds of 
property, separate and community. Where 
properties are commingled to such an ex- 
tent that it becomes impossible to distin- 
guish them, the presumption is that they 
are community. And income follows the 
nature of the property. 


Before the 1942 Act became law, the 
Commissioner of Internal Revenue followed 
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the California procedure for income taxes. 
After the 1942 Act was passed, there was 
no difference in procedure. Under the 
1948 Act, the Commissioner once more 
will follow precedent—with one vital ex- 
ception: under the California law, one will 
have to report his entire income from his 
separate estate plus one half from his com- 
munity property (the other half being 
accounted for by the other spouse). In 
filing a joint return under the 1948 Revenue 
Act, the combined income of the spouses 
(separate and community), less proper de- 
ductions, is first ascertained. That income 
is then divided into two equal shares (ir- 
respective of each spouse’s actual income). 
Income tax is calculated on the basis of 
one share, and the result is multiplied by 
two. This method of calculation is appli- 
cable alike to community and to non-com- 
munity states, where, with rare exceptions, 
the property and the income therefrom 
belong to the husband. 


It may be emphasized at this stage of 
our discussion that irrespective of this pro- 
cedure of calculating and paying federal 
income taxes, the original ownership of the 
property (as well as the income therefrom) 
is not changed to any extent. Thus, the 
spouse who owns the separate property in 
a community state remains the owner after 
the joint return, with all the attributes of 
such ownership. And the owner of the 
property in a non-community state is also 
not affected to any extent by virtue of such 
calculations and resulting benefits. Thus, 
the country is safe. 


It may be advisable to dig (a short way) 


into history, the object being a _ better 
understanding of the income tax sections 
of the 1948 Revenue Act. 


In U. S. v. Robbins [1 ustc 7154], 269 
U.S. 315 (1926), the United States Supreme 
Court upheld the contention of the then 
Commissioner of Internal Revenue that in 
California (at that time) the wife’s interest 
in the husband’s earnings and _ property, 
even though called community, was not 
vested. It was a mere expectancy, similar 
to a dower interest in the non-community 
states. Hence, the husband’s earnings and 
the resulting property were his, and were 
taxed to him (and not half to him and half to 
his spouse, as in other community states). 


To remedy that situation, the State of 
California, on July 29, 1927, enacted Section 
l6la of the Civil Code, defining the prop- 
erty rights of husband and wife in com- 


munity property as “present, existing and 
equal interests.” 


California Estates 


In Poe v. Seaborn [2 ustc $611], 282 
U. S. 101 (1930), the United States Su- 
preme Court had before it the same prob- 
lem, except that it concerned the State of 
Washington, where the wife had an equal, 
vested interest with her husband in their 
community property. In that case the 
Court sustained the taxpayer’s contention 
that each spouse was entitled to report and 
pay income taxes on one half of their 
community property. Thereafter, the Com- 
missioner conceded the same privilege to 
residents of California. 


As mentioned heretofore, it became 
necessary for the State of California to 
enact new legislation making the wife’s 
interest in community property vested and 
equal, in order to allow each spouse to 
make a separate return on one half of the 
community property income, while in the 
State of Illinois, for example, the wife still 
has nothing but a dower interest in her 
husband’s property—an expectancy, if you 
please. Yet, by virtue of the 1948 Revenue 
Act, the tax result is the same. The writer 
mentions this because he distinctly remem- 
bers the nature of the arguments presented 


‘by the Attorney General to the United 


States Supreme Court in two very famous 
cases, Herbst and Wiener. However, they 
are ancient history by this time. 


The joint return applies to all kinds of 
income, whether the source is community 
or separate property of the community 
states. The reason is apparent. Joint re- 
turns apply to all income, whether com- 


munity, separate or that of non-commu- 
nity states. 


The non-community states, undoubtedly, 
have stopped being jealous of the income 
tax advantages of community states. It 
is about time the community states became 
jealous of the non-community states in 
that respect. The tables have turned. 


Gift Taxes 


The 1948 Revenue Act is simplicity itself 
as far as income taxes are concerned. Of 
course, it may be advisable to handle a 
separate property account and the income 
therefrom in such a manner as to avoid 
the possibility of commingling it with com- 
munity property. It may even become 
necessary to make two kinds of income 
tax return, one to the State of California 
and the other to the Collector of Internal 
Revenue. But ordinarily there is no great 
difficulty. Gift and estate taxes present a 
different problem, however. The analyst 
must be extremely careful not only about 
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important changes made by the new act, 
but especially in the application of the new 
provisions to irrevocable trusts, life insur- 
ance policies, etc. We shall pay particular 
attention, therefore, first to the gift tax 
and then to the estate tax provisions of the 
new act, and to their application under 
new but important circumstances. 


Until the 1942 Revenue Act, there were 
no federal provisions for the method of 
taxing gifts of community property. Gifts 
of separate property were governed by laws 
applicable to gifts of non-community prop- 
erty. As to gifts of community property, 
in the absence of legislation to that effect, 
they were considered to be made one half 
by each spouse, and were taxed accordingly. 


The 1942 Act has disregarded the exist- 
ence of community property. Both acts, 
the 1942 and 1948, had the same objectives. 
3oth were trying to “equalize” what at 
one time was alleged to be an “unequal” 
tax burden between residents of community 
and residents of non-community states. 
However, their methods of approach—or 
rather, their bases—are totally different. 
Thus, the basis of the 1942 Act was the 
common-law concept of property ownership. 
Earnings, for example, belong to the earner, 
and it makes no difference which spouse is the 
earner. The opposite is true (with very rare 
exceptions) of earnings.in community states. 


The application of the 1942 Act to com- 
munity property necessitated certain “ad- 
justments.” Thus, the husband was charged 
with the “entire” ownership of the com- 
munity property. But the separate prop- 
erty of the wife, as well as her earnings, 
was excluded. This is the 1942 Act, which 
approached equalization as closely as is 
humanly possible. 


The basis of the 1948 Revenue Act was 
the concept of community property and the 
“splitting” of income. Of course, such 
“splitting” is made possible by the concept 
that the income or earning source vests 
equally in both spouses irrespective of who 
the earner is. This would not have done 
in non-community states, most of which, 
if not all, did not care to assume the 
obligations of a community system. All 
they cared for was the “splitting” of the 
income. They were concerned with the 
“eats” exclusively, and not with the prayer. 
Note how rapidly the State of Michigan 
checked out of the community family. (Penn- 
sylvania was saved by its own Supreme Court.) 

Marital deductions do not apply to gifts 
of community property. The reason is 
apparent. The “splitting” takes place by 
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virtue of the community system. Of 
course, these deductions do apply to sepa- 
rate property. 


To the tax man, there are two kinds of 
important gifts—those made out-right and 
those made via irrevocable trusts. If made 
to and by a spouse out of community 
property, only one half of such a gift is 
taxable, because the other half is the vested 
interest of the donee-spouse. 


If a husband gifts separate property to 
his wife, again but one half is subject to 
gift tax. The other half is assumed, for 
the purpose of tax calculation, to have 
belonged to the donee-spouse. There is no 
particular theory to which one could refer 
to justify this—with one exception, and 
that is no theory at all. Property in non- 
community states which belongs to one 
spouse and is gifted to the other is subject 
to but one half of the gift tax. And such 
property in a non-community state is very 
similar, if not identical, to separate prop- 
erty in a community state. Hence, to 
equalize matters once more, a gift of a 
husband’s separate property to his wife is 
treated as if one half belonged to her. 


If a gift by spouses to someone else 
(child, parent, etc.) is made out of com- 
munity property, each spouse is considered 
to have contributed half of the gift. Under 
California law, one spouse may not make 
a gift of community property; the consent 
of both spouses is essential. 


A gift.of separate property, if made by 
the spouse who is the owner, is subject 
to the gift tax in its entirety. If the other 
spouse consents, however, each spouse is 
taxable on but one half of the gift. 


It is important that no strings be 
attached to a gift made by one spouse to 
the other. Otherwise, such gifts will be 
considered as terminable, and will fail to 
receive the benefits of marital deductions. 


The structure of the gift tax provisions 
of the 1948 Revenue Act encourages the 
making of gifts, outright or via irrevocable 
trusts, whether one’s beneficiary is a spouse, 
child, parent or other party. -In making 
such trusts, one must be extremely careful 
to comply with all necessary requirements. 
The effect of the Clifford decision, while 
not of the same force as it was years ago, 
is still very apparent. One must admit, 
however, that the 1948 Revenue Act and 
its gift tax provisions not only are an 
improvement upon similar acts of the past 
but have a more substantial and_ solid 
foundation. 





nm chet ee on 


Estate Taxes 


Until the 1942 Revenue Act, the big 
estate tax problem, for both the California 
and the federal governments, was whether 
a given estate consisted of the decedent’s 
separate property or of community prop- 
erty. Thus, the nature of the property 
had to be ascertained before the proper 
amount of taxes could attach to it. 


The 1942 Act made no change affecting 
separate property. There was, however, a 
great deal of change affecting community 
property. The act totally disregarded the 
existence of the community system. For 
estate tax purposes, it charged the deceased 
husband’s eestate with ownership of the 
entire community property except that por- 
tion which could be identified by the sur- 
viving spouse as her separate property, her 
earnings and the result of her property 
and earnings. If the surviving spouse lived 
longer than five years after her husband’s 
demise, and then died, the estate thus in- 
herited by her was taxed once more. That 
was the law. The writer mentions all this 
because the new act is mot retroactive. 
Hence, the estate of a decedent who died 
during the period between the enactment 
of the 1942 Revenue Act and December 31, 
1947, the effective date of the 1948 Act, is 
still subject to the provisions of the 1942 
Revenue Act. 


Under the California law, each of the 
spouses is entitled to dispose of his or 
her vested half interest in the community 
property by will. The new act recognizes 
that at present, just as it was recognized 
until the enactment of the 1942 Revenue 
Act. It does more than that. 


The new act allows an estate a marital 
deduction where by the terms of the dece- 
dent’s will his spouse is to receive a cer- 
tain portion of his estate, with no strings 
attached, provided that her portion does 
not exceed one half of the estate. 


One of the most common and convenient 
devises and/or bequests, especially in the 
non-community states, is the devise and/or 
bequest of a life estate to one’s wife with 
a remainder to one’s children. 


Two objectives have been attained by 


this procedure. The wife is primarily con- 
cerned with income, and in that way she 
receives it. Besides, when she dies, nothing 
is left subject to taxes. All she had is a 
life income, and that terminates at her 
death. Such provision is possible even 
though it results in the elimination of the 
marital deduction to which an estate would 
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otherwise be entitled.‘ The best that can 
be accomplished for the time being, in that 
respect, is to “split” the estate—that is, 
dispose of a portion of the estate to the 
wife, wherein she obtains the income for 
life with unlimited power to dispose of the 
remainder of that portion by will. 


This refers, of course, to separate prop- 
erty. It does not concern community prop- 
erty, which already has been “split” and 
hence is not entitled to the marital deduc- 
tion. Property obtained prior to July 29, 
1927, is an exception. While it is called 
community property, the wife’s interest was 
never vested. She could never dispose of 
it by will. It was nothing but a con- 
tingency, depending upon the husband’s prede- 
ceasing her. It is classified, therefore, -as 
separate property. 

Of course, there is no good reason to 
treat separate property in that manner 
except a desire to “equalize” the tax posi- 
tion of an owner of separate property in a 
community state with that of an owner of 
property in a non-community state. The 
marital deduction having been allowed to’ 
residents of non-community states, it had 


- to be allowed to owners of separate prop- 


erty in community states. ‘ Equalization” 
thus helped matters—no denying that. 


Terminable Interests 


For a long time the non-community 
states complained bitterly about the tax 
“advantages” the community states sup- 
posedly had. The complaints were so 
numerous and bitter that Congress attem- 
ted to remedy the situation in passing the 
1942 Revenue Act. That act disregarded 
the existence of the community system of 
holding property. It was based on the 
common-law system of ownership of prop- 
erty “adjusted” to community states. 

Congress could not change the concept 
or result of the common-law system of 
property ownership. Congress could not 
convert the non-community into a com- 
munity system, even if it had a desire to 
do so—and I doubt that it had. But 
Congress could and did provide conditions, 
conditions precedent, under which the 
benefit of the marital deduction may be 
claimed. These conditions are alike in 
non-community and community states in 
so far as separate property is concerned 
(the community system having taken care 
of “splitting” the community property). 
What are these conditions? No strings 
are to be attached to a conveyance of 
property to a spouse in order to obtain 
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the benefit of the marital deduction. This 
seems simple; yet the non-community states 
feel uncomfortable about it. And why? 


It was customary to convey a life estate 
to one’s wife and the remainder to one’s 
children. Such an arrangement is a very 
healthy one from many points of view— 
that of proper estate arrangement as well 
as that of estate taxes. But, pray, how 
could a life estate, by any stretch of imagi- 
nation, reach the dignity of a wife’s interest 
in community property, which became 
vested during the husband’s lifetime? All 
the non-community states ever desired was 
to be placed on a par with the community 
states. Yet they complain, “Either one thing 
or the other, but not both.” 


It may be noted in passing that joint 
tenancies between spouses are not con- 
sidered terminable interests. Neither are 
provisions in a will pertaining to the six- 
month waiting period, or to what are known 
as “common-disaster” provisions. The act 
expressly excludes these from consideration 
as terminable interests. 


There are fine examples of what may be 
considered terminable interests in the light 
of the 1948 Revenue Act. The Senate 
Finance Committee’s report contains a few 
illustrations. Nevertheless, the terminable 
interest is bound to become a source of 
much litigation. 


The difference between general and 
limited powers of appointment is still of 
great importance. But in order to obtain 
the benefit of the marital deduction, a 
power of appointment given to a wife to 
dispose of the remainder of her estate after 
her life estate has terminated must be of 
a general nature. No limited power will do. 


Trusts 


Irrevocable trusts have the same right 
to exist after the enactment of the 1948 
Revenue Act as before. As a matter of 
fact, their creation was made easier by the 
amended gift tax provisions of that act. 
If the beneficiary is the spouse and the 
corpus consists of community property, 
only one half of such a gift is taken into 
consideration for the purpose of calculating 
gift taxes. The same rule applies to sepa- 
rate property gifted to a spouse. Ifa gift is 
made to others, whether outright or via 
irrevocable trusts, each donor is charged 
with one-half of the gift and taxed accord- 
ingly. Even if the subject of the gift is 
separate property of one of the spouses, 
the result is the same if the other spouse 


consents to the gift. Thus, the gift tax 
provisions of the new revenue act make it 
advisable, wherever possible, for the tax. 
payer to separate himself from a certain 
portion of his estate for the benefit of a 
spouse, child or parent, or even for his 
own benefit, in order to make the uncer- 
tain future a little more certain financially, 


Life Insurance 


Until the 1942 Revenue Act, the prob- 
lems connected with proceeds of life insur- 
ance policies were exactly the same as those 
relating to estates of decedents in general. 
The question always was whether such 
proceeds were community or separate prop- 
erty. To answer this question, various 
tests were employed. The payment of premi- 
ums was one test—a very important one, 
If the premiums were paid out of com- 
munity property, the proceeds of such 
policies were community property. Other- 
wise, they were separate property of the 
decedent, and were taxed accordingly. 


Incidents of ownership constituted a very 
important test. If one parted with incidents 
of ownership, the proceeds of such policies 
were not a part of the insured’s estate. 
And it did not make any difference who 
paid the premiums. If the insured paid 
them, they were considered merely a gift 
on his part. 


The 1942 Revenue Act combined the 
two tests, that is, coupled the incidents- 
of-ownership test with the payment-of- 
premiums test. The insured could part 
irrevocably with all the incidents of owner- 
ship of a certain policy; but if he paid 
the premiums on it, the proceeds, in the 
event of his demise, were considered part 
of his estate. Also, if someone else paid 
the premiums but the insured retained the 
incidents of ownership, the proceeds, upon 
the insured’s demise, became part of his 
estate. Payment meant, of course, both 
direct and indirect payment. If that was 
not sufficient, the managment of the com- 
munity property by the husband was made 
one of the “incidents of ownership.” 

The 1948 Act, fortunately, eliminated 
this kind of “incidents of ownership.” We 
are left with a double test: payment of 
premiums, direct or indirect, coupled with 
the incidents of ownership. Various at- 
tempts are being made to make control or 
possession of the incidents of ownership 
the only test in judging whether or not 
the proceeds of the deceased insured’s policy 
are part of his estate. The Revenue Re- 
vision Bill of 1948 contained provisions to 
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that effect. Until such provisions become 
the law of the land, the double test remains. 


A subject for concern in drawing up a 
will is a provision for one’s spouse whereby 
the marital deduction is obtainable. 


A will, in a community state, deals with 
two kinds of property, community and 
separate. The only portion of community 
property subject to testamentary disposi- 
tion is the decedent’s half (the other half 
being vested in the surviving spouse). No 
marital deduction attaches to such a dis- 
position by express provisions of the 1948 
Revenue Act. The reason is apparent: the 
“splitting” already has taken place. No 
additional splitting may then be allowed. 
A different rule, however, applies to sepa- 
rate property. 


Separate property is very similar to 
ownership of property by any spouse in 
a non-community state. If the property is 
personal, and if it is disposed of during 
the owner’s lifetime, there is no difference. 
The owner of separate property, real or 
personal, may dispose of it by will during 
his lifetime without any restriction. He 
may convey all or a portion of it to his 
spouse; and if no strings are attached to 
the conveyance, the marital deduction will 
be allowed. The owner of personal prop- 
erty in a non-community state may also 
convey his property to whomsoever he 
pleases during his lifetime. But upon his 
demise, approximately one third of that 
property (dower or curtesy) goes to the 
surviving spouse. There is no difference 
between disposition of separate real prop- 
erty and disposition of personal property 
in community states. There is a difference, 
however, in non-community states, where 
conveyance of separate real property is not 
complete without the written consent of 
the other spouse. 


As heretofore mentioned, a conveyance, 
to be entitled to marital deductions, must 
have no strings attached. However, there 
is no rule without exceptions. The first 
exception clearly apparent is a conveyance 
(via irrevocable trust, life insurance policies 
or will with or without testamentary trust) 
of a life estate to a spouse which grants 
the donee-spouse absolute and unlimited 
power to dispose of the remainder but only 
upon the demise of the donee. How many 
more exceptions will develop in the future, 
only time will tell. 


Under the 1942 Revenue Act, the estate 
of the spouse to die first was charged with 
the entire community property except that 
portion which was the separate property 
or earnings of the surviving spouse. The 
1948 Revenue Act eliminated this system of 
estate taxation for the future (it is not 
retroactive). What an improvement upon 
the 1942 Revenue Act! 


Analysis of estates is just as important 
and just as difficult at present as before 
the enactment of the 1948 Revenue Act. 
The difference is in the ability to adjust 
oneself under the new act. 


The 1942 Revenue Act was not only a 
miscarriage of justice, but also a misfortune. 
It charged an estate, especially an estate of 
community property, to the deceased, and 
allowed the surviving spouse a deduction of 
her (or his) separate property and earnings 
or the result of such property and earnings. 
Further, the surviving spouse had to prove 
that they were her (or his) separate prop- 
erty or earnings in order to obtain the 
deduction, an almost impossible task in 
the great majority of cases, especially if 
the survivor was the wife. And when it 


came to life insurance proceeds, the dif- 


ficulties became insurmountable. Fortunately, 
this situation is now a matter of ancient history. 


On May 26, 1948, Representative Knutson 
introduced in the House the Revenue Re- 
vision Bill of 1948. As Congress adjourned 
soon thereafter, insufficient attention was 
paid to it. Undoubtedly, this subject will 
assume great importance when Congress 
convenes in 1949. This Revenue Revision 
Bill of 1948 was almost as important 
(although not as spectacular) as the Reve- 
nue Act of 1948. It covers a tremendous 
field. Many significant and well-founded 
decisions of the various courts (from the 
United States Supreme Court down to the 
Tax Court) will have to be revised and 
many discarded if a bill similar to the 
Revenue Revision Bill of 1948 becomes the 
law of the land. 


The analyst, therefore, must be doubly 


careful. He must take into consideration 
the almost revolutionary provisions of the 
1948 Revenue Act and, at the same time, 
weigh the possibilities and probabilities of 
a new revenue revision bill, its interpretation 
and application. The subject is of sufficient 
importance to warrant particular attention. 


[The End] 
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Tax Briefs... 


Alimony Payments. Alimony payments 
are deductible because they are periodic 
payments, though contingent on the hus- 
band’s income. 

Alimony payments equal to a fixed per- 
centage of the husband’s annual net income 
are also deductible. Roland Keith Young 
[CCH Dec. 16,363], 10 TC 724 (acq.); 
John H. Lee [CCH Dec. 16,386], 10 TC —, 
No. 111 (acq.). 

Payments by a wife to her divorced hus- 
band are subject to gift tax, declares the 
Commissioner of Internal Revenue, despite 
the contrary view of the Tax Court. Estate 
of Josephine S. Barnard [CCH Dec. 15,899], 
9 TC 61 (nonacq.). 


Complete Records. Taxpayers need not 
necessarily maintain double-entry records 
of income and expenditures. Just what con- 
stitutes adequate records depends upon 
circumstances. Arthur Ward [CCH Dec. 
16,523(M)], TC memo. op.; Pearl H. Jack- 
son [CCH Dec. 16,524(M)], TC memo. op. 


Nature of Capital Gains. Annual pay- 
ments in connection with a transaction do 
not bar the possibility of a capital gain. 
The consideration need not be paid in a 
lump sum. Furthermore, the holding pe- 
riod to determine whether it is a long- or 
a short-term capital gain, with preferential 
tax rates for the former, starts in the case 
of patents when they are put to use. Carl 
G. Dreymann [CCH Dee. 16,526], 11 TC —, 
No. 23. 


Capital Gain Holding Period. The period 
during which a futures-purchase contract 
is held by a trader is not includible as part 
of the holding period of the commodity 
ultimately received, in determining whether 
the capital asset has been held more than 
six months to effect bargain long-term capi- 
tal gains tax rates. J. T. 3919. 


Charitable Rent Not Deductible. Allow- 


ing rent-free use of property to a charity 
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is not a deductible contribution; it is merely 
the granting of a privilege for which no 
charge is made. J. T. 3918. 


Compromise Agreement Ignored. A com- 
promise agreement including a gift in con- 
templation of death in a decedent’s taxable 
gross estate may be ignored and a refund 
claim therefor is in order when the agree- 
ment submitted to the Treasury was exe- 
cuted after the lawsuit was filed. Bank of 
New York v. U. S. [48-2 uste ¥ 10,636], 
CCA-3; rev’g DC N. J. 


Taxable and Nontaxable Pensions. Pen- 
sions paid on account of injuries are ex- 
cludible from gross income. However, that 
part of the disability retirement annuity 
based on contributions of the employee to 
a retirement fund is taxable as annuity in- 
come at the rate of three per cent of the 
investment until the latter is completely 
returned when the entire annual pension 
becomes taxable. J. T. 3917. 


Percentage Depletion. A gold mine con- 
sisting of one shaft and hoist is one prop- 
erty for percentage depletion purposes, even 
though some levels are leased out on a 
royalty basis to others. Cresson Consoli- 
dated Gold Mining & Milling Company [CCH 
Dec. 16,541], 11 TC —, No. 29. 


War Facilities Amortization. To qualify 
for the short five-year amortization period 
for war facilities, the necessity certificate 
must have been filed within six months 
after the beginning of the construction. 
American Twist Drill Company [CCH Dec. 
16,542], 11 TC —, No. 30. 


Beneficiary’s Renounced Income. A bene- 
ficiary’s income from a trust is taxable to him, 
even though he refuses to take it, if he had 
unfettered command over it. Minnie A. Strick- 
land [CCH Dec. 16,534(M)], TC memo. op. 


Valid Family Partnership. Income allo- 
cable to trusts is not taxed to the father 
where the father, the son and six trusts 
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for minor children are intended to consti- 
tute a partnership and the father, the cre- 
ator and trustee of these trusts, does not 
distort the partnership purpose to further 
his own interests. J. A. Riggs, Sr. v. Thomp- 
son [48-2 uste J 9353], DC Ark. 


Husband-Wife Partnership. A husband 
and wife’s joint venture in a partnership 
interest is not validated for tax purposes 
to the extent that the wife borrowed money 
from her husband to buy a one-half interest 
in his share of the partnership. George W. 
Rupple v. Frank J. Kuhl [48-1 ustc J 9302), 
DC Wis. 


Philippine Community Property. A hus- 
band and wife who are United States citi- 
zens domiciled in the Philippine Islands 
may each report one half of their com- 
munity income in separate income tax re- 


turns. J. T. 3916. 


Treasury Hearings on Technical Rulings. 
When the internal revenue agent in charge 
needs technical advice from the Bureau of 
Internal Revenue as to the tax treatment 
of items on a return, the taxpayer must be 
told of this fact. In the event of an adverse 
ruling, the taxpayer may submit a brief and 
procure a hearing in Washington, D.C., on 
the issue. Mim. Coll. No. 6293. 


Reallocation of Income Between Taxpay- 
ers (Section 45), If a sole proprietor car- 
ries on legitimately a part of a business 
formerly conducted by his own corporation, 
the sole proprietor’s income is not allocated 
to the corporation. Miles-Conley Company, 
Inc. [CCH Dec. 16,368], 10 TC 754 (acq.). 


Massachusetts Excise Tax. The Massa- 
chusetts excise tax upon the sales price of 
meals may be deducted by the vendor, who 
must include the tax collected from the pur- 
chaser. The purchaser, on the other hand, 
may deduct this tax as a retail sales tax, 
or as a business expense if it is connected 
with a trade or business. J. T. 3915. 


Promissory Notes Payments as Cash. 
The Commissioner of Internal Revenue 
does not agree that promissory notes paid 
as salary by an accrual basis taxpayer to 
a cash basis controlling stockholder are 
deductible when delivered within two and 
one-half months after the close of the cor- 
poration’s fiscal year because such payments 
are not made in cash. Akron Welding & 
Spring Company [CCH Dec. 16,362], 10 TC 


715 (nonacq.). 


Taxable Salaries to Retired Persons. 
A “salary or honorarium” to a “pastor 
emeritus” who had no duties to perform 


Tax Briefs 


is taxable income when the intent of a gift 
is not established. Charles Schall and Daisy 
B. Schall [CCH Dec, 16,515], 11 TC —, 
No. 16. 


Domicile Not Established by Voting. 
Voting does not of itself establish a tax- 
payer’s domicile in a given state in the 
absence of social and business connections. 


Robert Pentland, Jr. [CCH Dec. 16,516], 
11 TC —, No. 17. 


Assignment of Patents. An assignment 
of a patent interest and not the mere future 
earnings thereof shifts the taxable income 
to the assignee. Carl G. Dreymann, supra. 


Partner’s Loss on Partnership’s Sale 
to Controlled Corporation. A partnership’s 
sale of assets at a loss to a controlled cor- 
poration results in a disallowable tax loss 
to the individual partners. Commissioner v. 
George Whitney [48-2 ustc J 3354], CCA-2; 
rev’g TC in part. 

Trustee’s Right in Bankruptcy Subordi- 
nate to Government’s. The government’s 
tax lien is prior to the rights of a trustee 
in bankruptcy. In re Jewelry Mart, Inc. 
[48-2 ustc J 9339], DC N. Y. 


Disallowed Operating Loss Carry-over. 
The net operating loss from the sale of a 
farm by a practicing farmer cannot be car- 
ried forward to future years; such loss is 
no longer one attributable to the operation 
of a regularly conducted trade or business. 
Hartwig N. Baruch [CCH Dec. 16,513], 
11 TC —, No. 14. 


Military Bases. Military bases leased by 
the United States from a foreign country 
do not constitute a possession of the United 
States for tax purposes. J. T. 3914. 


Contributions to Employees’ Trust. Con- 
tributions to an employees’ welfare trust 
are deductible as ordinary and necessary 
expenses when favorable labor-management 
relations are thereby encouraged. Steele’s 
Mills and Wachovia Bank & Trust Company 
[48-2 ustc J 9335], DC N. C. 


Cabaret Tax. A private club which does 
not conduct public entertainment for profit 
and opens its premises only to members is 
not subject to cabaret tax. Lambeth v. 
U. S. [48-2 ustc J 9349], DC Ore. 


Proceeds from the operation of a check- 
room in connection with a dancehall are 
subject to cabaret tax. Ct. D. 1700. 


Nontaxable Nominee Corporation. A real 
estate corporation which holds only empty 
title and the income of which actually be- 
longs to the heirs of a decedent’s estate is 
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not subject to income tax, Emery Manage- 
ment Corporation v. Lanterman [48-2 ustc 
§ 9331], 33 N. W. (2d) 126 (S. Ct. Mich.). 

Uncashed Check Taxable. Commissions 
paid by an executrix to herself in the form 
of a check are constructively received by 
her, even though she did not cash the 
check. Maggie F. Anderson v. Bowers [48-2 
ustc J 9352], DC S. C. 

Constructive Receipt of Income Not Op- 
tional. Neither the Commissioner of Inter- 
nal Revenue nor the cash basis taxpayer 
may elect constructive receipt of income to 
suit his respective tax purpose; the facts 
in the situation govern. Both the taxpayer 
and the Treasury are equitably estopped 
from revising théir tax positions because 
constructive receipt of income is a factual 
situation and a rule of law, not an option. 
Ross v. Commissioner [48-2 ustc J 9341], 
CCA-1, 


Lessor’s Gift for Building Construction 
Not Depreciable. A capital contribution 
made by a lessor toward building construc- 
tion performed by his lessee is not subject 
to depreciation deductions for the former, 
but is includible in the depreciable property 
of the lessee. Commissioner v. Revere Land 
Company [48-1 ustc J 9313], CCA-3. 

Statute of Limitations. Waivers signed 
within three years after the final date for 
filing a taxpayer’s return and extending 
the time during which the Commissioner 
of Internal Revenue may make a deficiency 
tax assessment limit the taxpayer’s time 
for filing a refund claim to the extended 
period plus six months. South Atlantic 
Steamship Company of Delaware v. Allen 
[48-2 ustc § 9347], DC Ga. 

Unemployment Tax Claim Prior to In- 
come Tax. A properly filed state delin- 
quent unemployment compensation tax claim 
has the effect of a judgment and therefore 
enjoys priority to the claim of the United 
States for income taxes. Northwest Il’ood 
Products Company v. Industrial Comusnission 
of the State of Wisconsin [48-2 ustc § 9319], 
CCA-7. 


Disguised Dividends. When distributions 
to stockholders in redemption of stock ae. 
tually constitute dividends, they are treated 
as such for tax purposes. Els Roy Lowen. 
thal and Sol G. Cogan v. Commissioner 


[48-2 ustc 7 9345], CCA-7; affg TC. 


Stamp Tax. When a purchaser of securi- 
ties directs that one other than himself 
receive them, the documentary stamp tax 
is nevertheless applicable. Nee v. United 
Funds, Inc. [48-2 ustc J 9348], CCA-8; rev’g 
DC Mo. 


Abnormal Income (Section 721). A tax- 
payer may claim the right to reallocate 
abnormal income in an excess profits tax 
year to early years under Code Section 721, 
in protesting a tax deficiency, even if it 
did not avail itself of that right on the tax 
return. If the Commissioner of Internal 
Revenue denied the right to this relief, the 
taxpayer may bring the issue before the 
Tax Court. 


In contrast, the Tax Court may entertain 
a Section 722 claim for an increased income 
credit for excess profits taxes only after 
payment of the tax and the Commissioner’s 
denial of the refund claim. Sommerfeld Ma- 
chine Company [CCH Dec. 16,511], 11 TC—, 
No. 12. 


Subsidiary’s Borrowed Capital. A sub- 
sidiary is not entitled to include in bor- 
rowed capital for excess profits credit sums 
advanced by its parent when they are not 
evidenced by acceptable certificates of in- 
debtedness. Ciro of Bond Street, Inc. [CCH 
Dec. 16,540], 11 TC —, No. 28. 


Reciprocal Trusts. In the absence of an 
expressed intent to effect reciprocal trusts, 
trusts executed by a husband and a wife 
making each other beneficiary are not in- 
cludible in toto in the first decedent’s estate 
as reciprocal trusts just because they were 
executed within six days of one another. 
Estate of Edwin W. Orvis v. Higgins [48-2 
ustc J 10,637], DC N. Y. 


em 
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Once Upon a Time 


an, patdel do accountants talk about when 
they get together?” This question 
appeared on page 312 of the October, 1928 
issue of The Certified Public Accountant, offi- 
cial magazine of the American Society of 
Certified Public Accountants. And then the 
thirty-four-year-old Gluick proceeded to an- 
swer it for several pages, relating some of 
the things he had heard in the preceding nine 
and a half years. The article received more 
applause than any the writer had ever 
written, and the following January the 
Publication Committee deferred to the de- 
mand for encores by voting a _ regular 
feature devoted to “Shoptalk.” In Febru- 
ary, 1929, the Shop opened as a department 
of the magazine, and continued as such 
through October, 1936. That month the 
society merged with the American Institute 
of Accountants, and for a few days it 
looked as though the Shop were going to 
be dispossessed with no place to go. Then 
Harrison Hollander, sometimes called 
“Parson,” of the New York staff of Com- 
merce Clearing House, suggested that CCH 
take over the shop. The CCH president, 
Mr. Schlichting, with his characteristic 


Talking Shop 


The peripatetic Mr. Gluick recalls the 
highlights of his twenty years of tax 
writing—a period during which he has 
devoted his energies to the interests of 
the group known as “tax men,” a clas- 
sification that transcends professional 
limits by possessing a unity all its own 


by Lewis Gluick, C. P. A. 


Talking Shop 


alertness, acted immediately; and = in 
November the Shop reopened on new prem- 
ises, TAxES—The Tax Magazine, where it 
has continued to prosper. 


In its old quarters, the Shop purveyed 
a much larger line of language than in the 
new. Formerly it reported anything of inter- 
est to accountants: physics, philosophy, 
literature, or whatever else was talked 
about, including taxes. In TAxes—The Tax 
Magazine—and we quote Mr. Schlichting— 
“the Shoptalker could talk about anything 
he wanted to, provided it was about taxes.” 
(October, 1944.) 


On the following pages are reproduced, 
in chronological order, some of the high 
spots of the past twenty years. 


1929 


February (and just as good today as 
ever): “If you send us clippings of quota- 
tions from any publication, please give the 
exact- date.” 


March (also good yet): “We asked for 
contributions, but forgot to say prose.” 
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June (more true than ever): “Certainly 
we welcome ladies to our Shop.” 


“Like many CPA’s, I have many clients 
whom I never see from one tax season to 
another, at least in a business way. Each 
year I send them a simple New Year’s 
greeting, with a request that they promptly 
make an appointment to have their tax 
returns made up. This usually brings 
three or four responses. Then about Febru- 
ary 10, I get out another strong letter to 
the rest, reciting not only the government 
penalities, but stating that any last-minute 
rush work will add to the size of my fee. 
This usually brings in all but a couple. 
These I give a_ final telephonic reminder 
about March 5. 


“This year one of these last made an 
appointment for the afternoon of the 
thirteenth, and didn’t keep it. I was up 
to my ears in a big corporation return 
(late for adequate reasons) when he dashed 
in, and without apology demanded that I 
make up his return, refusing to accept the 
services of one of my assistants. So I did 
it, fast—too fast. 


“Today this client comes back fuming. 
I made a mistake in his return; he had to 
pay $8.39 additional tax, a simple error in 
arithmetic. It was, too; I felt properly 
chagrined. Accountants shouldn’t make 
such mistakes. But there was the good 
excuse of being badly pressed. Accuracy 
requires careful attention and that in turn 
requires time. In my most apologetic man- 
ner I explained this to my client; I showed 
him that the blame was at least half his, 
in not keeping his appointment, etc. That 
seemed to make him more angry that ever, 
and he actually demanded that J pay the 
extra tax. 


“Well, I’m out one client. I don’t think 
he'll do anything about having my license 
revoked as he threatened. He didn’t have 
to pay one cent of penalty. I’m only human 
and I made a mistake. It won’t be my 
last, either, but next year and henceforth, 
the client’s copy of any return I make 
after March 10 goes out with an E. & O. E. 
letter.” 


1930 


January: “We acknowledge with thanks 
the kind suggestion of one reader that a 
more appropriate title would be ‘The 
Accountant’s Department Store’. It seems 
that we have purveyed such a variety of 
material that ‘shop’ seems too small. Yes, 


we have achieved some degree of it; but 
still more, we aim to retain the intimacy of 
the small shop as contrasted with the im- 
personality of the great department store. 
With this exception: The store, while at- 
tempting to meet the customers’ desires, 
does not obtain its materials from the 
customers, while this shop does get the 
greatest part from its readers. As Hey- 
wood Broun once remarked about his 
column-conducting for the Scripps-Howard 
papers: ‘It would be an easy job, but 
using shears and paste pot makes the 
fingers so messy.’” 


February: “The following quotation 
should bring cheer to many of us. It 
comes from BTA Reports, Volume 18, No. 1, 
page 18 (1929 CCH B-8001): ‘The trustees 
of the estate of Edward W. Sparrow were 
required to account to the court for the 
income. It was necessary for them 
to employ accountants for this detail work 

. and [they] paid the necessary fees. 
The respondent disallowed a part. .. . 
In our opinion the amounts disallowed 
constitute ordinary and necessary expenses 
of the trustees and are legal deductions 
from the gross income of the estate.’ 


“In the same number of the BTA Reports 
on page 54 (1929 CCH B-8000), appears 
the humorous (at least to us) allegation 
that one of the thirteen reasons why two 
corporations should be deemed affiliated 
was that they employed the same auditor. 
(Valley Bank, November 9, 1929.) 


“How many of our readers have noticed 
that Murdock of the BTA is dissenting 
with a frequency that may soon put him in 
the class with Holmes and Brandeis of the 
United States Supreme Court?” 


“ce 


September: “A newspaper report from 
Dallas, Texas, dated July 30, contains a 
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most interesting idea. A ‘Mr. Simmons 
sought nomination for State representative 
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on a program for an appropriation for 
purchase and distribution among taxpayers 
of textbooks on taxation. Taxes could 
not be reduced but the burden would be 
more equitably distributed if taxpayers 
understood what it was all about.’ How- 
ever, Simmons lost the contest to a less 
enlightened rival.” 


1931 


January: If you will just substitute the 
name of TAxEs—The Tax Magazine for the 
one mentioned, this skit is still good. 

“Ladies and Gentlemen of the invisible 
audience! The Shoptalker’s Dramatic Asso- 
ciation is about to present for your benefit 
the first—and maybe the last—of a series 
of dramatic sketches. The one chosen for 
tonight’s presentation is entitled Dream and 
Reality. The part of Mr. C. P. Account- 
ant is taken by that noted juvenile, the 
Kid, while the part of his stenographer is 
taken by that well-known beautiful blonde, 
Miss Adams, by special permission of the copy- 
right owners. Your announcer is Oldtimer. 


“The scene throughout the play is Mr. 
Accountant’s office, in the town of Any- 
where, U. S. A. The time in the first act 
is the eleventh of any month. All ready 
for the first act now, which is ‘The Dream’. 


“Mr. Accountant: ‘Good morning, Miss 
Adams. What’s in the mail this morning?’ 


“Miss Adams: ‘Well, there’s one bill; 
two receipts; one letter from Mr. Client 
about that statement you prepared last 
week; and a couple of advertisements.’ 


“Mr. Accountant: ‘Yes, yes; all right; 
but where’s the important mail? This is 
the day The Certified Public Accountant 
is due. I hope it isn’t late.’ 


“Miss Adams: ‘Oh! that vellow maga- 
zine. Sure! Here ‘tis.’ 


“Mr. Accountant: ‘Fine. Now listen. 
No matter who calls, I’m not to be dis- 
turbed; I’m going to read it. Everything 
else can wait. I really don’t know how to 
get along without that magazine. It’s the 
best part of belonging to the American 
Society.’ , 


“And so, dear audience, he retires into 
his private office, closing the door behind 
him, and the cyrtain falls on what is, alas, 
only a ‘Dream’. For soon the curtain rises 
again on the sad second act, ‘The Reality’. 
Again it is the eleventh of the month, and 
the scene is still Mr. C. P. Accountant’s 
office. Here they are. 


Talking Shop 


‘ problem in it. 


“Mr. Accountant: ‘Good morning, Miss 
Adams. Did we get those checks this 
morning ?” 

“Miss Adams: ‘No, sir. Here’s all the 


mail. One bill, two ads, and your Certified 
Public Accountant. 


“Mr. Accountant: ‘Damit! Is that all?’ 


“And so saying, Mr. Accountant takes 
the whole batch of mail and throw it into 
the waste basket, then slams the door behind 
him as he goes into his private office, while 
the curtain drops momentarily to indicate 
that a day has passed. As it rises again 
we see Junior rummaging around a pile of 
papers on top of the steel files. 

“Junior: ‘Say, girl, where are those Cer- 
tified Public Accountants?’ 

“Miss Adams: ‘You mean that magazine 
with the yellow covers?’ 


“Junior: ‘Yes. What’s become of them? 
I never can find them. Doesn’t the boss 
get ’em?’ 

“Miss Adams: ‘Sure. But what do you 
want of ’em?’ 

“Junior: ‘Well, one of the boys at the 
University was telling me about a fine 
It was given last month, 
and this month they have the solution and 
I want to see it.’ 


“Miss Adams: ‘I guess you’re just out 
o’luck. The boss tossed one into the basket 
yesterday; but you might find some old 
ones around.’ 


“Junior: ‘Well, I guess it won’t make 
much difference. If the boss doesn’t think 
enough of them to keep ’em, I reckon I 
don’t have to bother to study ’em.’ 


“As the curtain falls Junior is seen to 
take the Daily Tabloid off Miss Adams’ 
desk and settle down in his chair to read it. 


“And the moral of that, if any, dear 
unseen listeners, is that if you don’t read 
The Certified Public Accountant, at least file 
them for someone else. This is station 
WCPA signing off. Good night!” 


December: “Young as we are, compara- 
tively, we can recall the time when depreci- 
ation was something that few businessmen 
knew or cared anything about. In other 
words, until the Revenue Act of i917 
brought the income tax to the majority of 
businesses, depreciation was something for 
college professors to talk about but to 
which no editor would give space on his 
front page. Today while the principles of 
depreciation still need expounding (did some 
one say pounding?) to many people, still 
the majority have at least a vague con- 
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ception of what it is all about; and front- 
page stories carry such clear description as 
that above noted.” 


1932 


February: “The Youngstown Sheet & 
Tube Company case (Docket No. 35511) is 
interesting for the light it throws on the 
methods of a very large corporation. The 
findings of fact show that the corporation 
had ‘a tax counsel’, a ‘tax accountant’, a 
comptroller whose partial duties ‘consisted 
in supervising tax liabilities’, and last, but 
not least, the same auditors for twenty 
years. Verily, in a multitude of counselors 
there is wisdom.” 


“From the case of Littauer, promulgated 
December 31, 1931, we learn that a certain 
Dr. Eliasberg charged $500 for administer- 
ing an anaesthetic, but compromised on $250. 
If only accountants could get such fees!” 


August: We quoted from Circuit Judge 
Hicks in 3 ustc §972: “One may be re- 
compensed for an injury, but it is a rare case 
in which one should have a profit out of it.” 


1933 


May (We certainly rang the bell on this 
one): “Robert Taft, a lawyer of no mean 
repute in Ohio i 


June: “Even G.C.M.’s are getting human. 
No. 11,645 uses the expression ‘the tail wags 


x” 


the dog’. 


August: “We have received a very justi- 
fied complaint about a state department 
which insisted on a client’s reporting on a 
straight cash basis although the books were 
kept on a first-class, modern accrual basis. The 
striking item is that it was a woman official 
whom the CPA could not convince. Well, 
you can't repeal the Nineteenth Amendment.” 


1934 


March: The Shop put on “a_ grand 
clearance sale” of tax comment. Here are 
some samples. “There is real importance 
to the Boston El decision . . . 343A CCH 
§ 9048. The liberality of the court’s dicta 
indicates that the constitution is in for a 
great revision, which, having been accom- 
plished de facto, will be sustained de jure 
whether we like it or not.” 


April: “As one who has several times 
been a guest at the University Club of 
Washington, D. C., we marvel at the Court 
of Claims case decided on March 5 (343A 
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CCH § 9128). We note with great pleasure 
that Judge Allen has been elevated to the 
bench of the Circuit Court of Appeals, 
the first of her sex in that tribunal. It 
won’t be long now before a woman sits 
on the Supreme Bench.” 


Well, that’s one prediction of the Shop- 
talker’s that fell flat. Verily, as was stated 
two pages later, “Prophets may have losses.” 


June: “Not wishing to be jailed for lese 
majesty, we withhold comment on the new 
1934 Revenue Act.” To think we com- 
plained about that! Look what happened 
in 1943, But we scored a bull’s-eye in the 
next column. “For what, in our opinion, 
is the best discussion of ‘when is a bad 
debt’, see Chief Justice Hughes’ opinion in 
the Spring City Foundry Company case, 
handed down April 30 (4 ustc { 1276).” 


July: “Fewer and fewer CPA’s appear 
as counsel before the BTA.” The same 
holds true for today’s Tax Court. 

“Does it pay to be a lawyer? See 2 
BTA No. 40 (344 CCH {7192).” 


1935 


January: Station WCPA put on a min- 
strel show, and Bones gave a definition: 
“A pessimist am a man what thinks taxes 
are going higher and de optimist am de man 
what knows dey cain’t, cause if dey do, 
dere won’t be nothing left to tax.” 


After what happened in 1942, that’s too 
true to be funny. 


March: “We ran into trouble with the 
new earned income credit at the very start 
of the season. We did not suspect one of 
its ramifications until we saw it expounded 
by one of the tax services in its release 
of January 23. This being copyrighted, we 
may not quote it. Besides, you ought to 
have a complete tax service anyhow.” 


Have you received your 1949 CCH reporter 
yet? 


budldl 
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May: “An echo of the dim past, the 
spring of 1920, when Wanamaker’s precipi- 
tated ‘the inventory panic’, comes in the 
case of the Elder Manufacturing Company 
(Ct. Cls., March 4, 1935). Oldtimers will 
find plenty to reminisce about, with that 
as a start; and youngsters will do well to 
listen, for the history of that ‘depression’ 
is interesting in itself, and doubly so as a 
symptom of the great depression.” 


June: A peculiar thing about the Shop- 
talker’s writing—when he turned to the 
ladies, he got the most applause. Before 
the .article which resulted in the founding 
of the Shop, the most popular article he 
had written was titled “The Accountant’s 
Typist’—that is, judged by a persistent 
demand for the number in which it appeared, 
until the stock of back numbers was ex- 
hausted. And nothing that appeared in 
the Shop ever brought the reader-response 
that “The Shoptalker’s Ladies” evoked. 
Reading it over after all these years, we 
can’t find even a good quote. Yet the 
skit “brought down the house.” 


August: “As a heartbreaker, look at 
what happened to the IVashington Evening 
Star, 35 ustc $9480. It reversed 28 BTA 
762, redeductibility of contributions to a 
community chest. Talk about ‘giving till 
it hurts?!’ Well, that’s been remedied 
now, and this is the month throughout 
the nation when you should give all you 
can. See Code Section 23(q) (2). 


November: We quoted from the “case of 
Buckhardt [CCH Dec. 9061], 32 BTA 1272: 
“Bookkeeping entries cannot take the place 


of, nor create, expenses.” We also noted 
with displeasure the hair-splitting as to the 
difference between forthwith and immediately. 


1936 


January: Station WCPA put on a pro- 
gram entitled “Old Jokes at Home.” We 
think “Right off the Cob” would have been 
more descriptive. But if you want that 
kind of “corn,” say so. We are full of it: 


March: “The case of Holzer (364 CCH 
7093) is the shortest we have ever seen. 
Including captions it does not fill one 
printed page.” That still stands. 


April: “A man who insists on being 
anonymous told us a grand story about 
the blessed interval when there was no gift 
tax. He tried to persuade a very wealthy 
client to save much money for his estate 
by establishing a series of irrevocable trusts. 
The client refused to do so, on the plea 
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‘If I do that, no one will know how much 
I was worth. The taxes on the estate 
ultimately amounted to over half a million. 
Tie that for citizens making gifts to their 
government.” 


May: “The New York Times of April 12 
exhumed the fact that in 1836 the State of 
New York had forbidden the payments of 
all dividends for one vear for the purpose 
of checking inflation.” 


June: The following is just as true as 
ever, except that we now get a modest 
honorarium: 


“Despite the fact that we get no direct 
remuneration for shopkeeping, we would 
be untruthful to say that there is no fiscal 
profit in it. We have had in the last twelve 
vears exactly four engagements that arose 
directly from our writings and we never 
expected to get those. That fact alone 
would prove that we write for love, not 
money. We write because of the utterly 
intangible income we get out of it. There 
is no use denyin® that it is pleasant to see 
one’s name in print; but we would just as 
lief keep the shop anonymously. It is a 


tremendous satisfaction.to be able to go 


anywhere there are accountants, and have 
our name recognized as the ‘Shoptalker’; 
yet that alone would not compensate us 
for our work. 


“p 


sut we do know what gives us the 
biggest kick in this shopkeeping is the 
total unexpectedness of it. We never know, 
even after all these years, what will strike 
our readers’ fancy, and how. Some issues 
we have written stuff that we liked a lot— 
right from the heart.” 


August: “To the many young men whom 
we have urged to study stenograply we 
call attention to 364 CCH § 7322. In the 
case of Harman it appears that a good 
male steno made better than $7,600 net 
in one vear, after paying all expenses. 
That’s a business!” It still is. In the 
East or in the West, a good stenographer 
need never lack lucrative work. 

October: We called T. D. 4674 “an annoy- 
ing document” and gave details. And we 
also told everybody to transfer to TAxEs— 
The Tax Magazine. 


1937 


January: We had a long piece on exempt 
corporations, and we are immodest enough 
to recommend it to any reader who has 
to prepare Form 990. 


February: We relented against our “no 
poetry” rule and printed the following. 
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And, like Cass Daly, “I did it and I’m glad !” 
, Here it is: 

“Depreciation is vexation, 

Depletion just as bad, 

Each T. D. perplexes me, 

And courts just drive me mad.” 


March: Bill Wise, then editor of this 
magazine, insisted on running our picture. 
If you want to see how the Shoptalker 
has aged, compare it with the one in this 
issue. But it is not shoptalking that has 
aged us. On the contrary, more than any 
one factor it has kept us from becoming 
senile—even though some critics think we 
are in our anecdotage. 


“Herewith we present a list of cases up- 
holding the legality of avoidance. 


McKee 373 CCH J 7047 
Isham 17 Wall 496 
Bullen 240 U. S. 625 
Iowa Bridge 39 F. (2d) 777 
Gregory 293 U. S. 465 


Jones 71 F. €2d) 214” 


It’s still a darn good list to clip or copy. 
And here is a squawk that is no longer 
valid, thank goodness. We would like to 
think it helped the reform. 


“Of course it is useless to expect a 
government that thinks and spends in 
billions to take much cognizance of a mere 
hundred thousand dollars that might be 
saved. It is almost too much to ask that 
the convenience of the taxpayer be con- 
sidered. But from a sheer humanitarian stand- 
point, namely, the prevention of cruelty to 
letter-carriers, maybe something can be ac- 
complished. Every set of income tax forms 
sent out consists of two copies and the green 
nuisance copy. The instructions are omitted 
from the latter. Why should they not also be 
omitted from one of the regular copies? The 
waste is particularly noticeable in the blue 
1120’s. In busy accounting offices, an office 
boy will spend hours just detaching and 
putting in the waste hasket instruction 
sheets not needed. The State of New York, 
from whose tax system many of the New 
Deal innovations have been borrowed, has 
separate instruction sheets for many of its 
forms, e.g., those for unincorporated business. 
Why should not Mr. Morgenthau’s department 
copy this good feature? Incidentally, the 
current crop of 1120’s is causing unending 
mechanical difficulties—and also plenty of 
business for the typewriter people, selling 
bigger machines to harassed accountants.” 

April: “The man who turned up the 
following human-interest item enjoys our 
perfect confidence, but he insisted that we 


come to his office to see it for ourself, 
since he classified it as one for Ripley. He 
was checking up the books of an executor, 
and among the carefully detailed disburse- 
ments of the last illness was ‘Barber & 
Priest $1.50’. Well, isn’t it in the opera 
‘The Barber of Seville’ where the barber 
impersonates a priest?” 


July: “People in New York City are 
still suffering from a two per cent sales 
tax, while their neighbors in Jersey got 
rid of a similar nuisance in a few months 
by setting up a holler, and never quitting, 
so that the governor had to call a special 
session of the legislature to repeal the hated 
impost. If you want taxes repealed or 
reduced, you must do more than just gripe.” 
Gosh, are those New Yorkers patient! Or 
just stupid? And we had a piece about 
the still moot question, “Is Tax Practice 
Law Practice?” 


September: “Station WCPA takes pleas- 
ure (and the Shoptalker his life in his 
hands) in presenting Beatrix FairTAX.” 
Is it the Shoptalker or his readers, or both, 
who have become more sedate? Eleven 
years ago that brand of raucous humor 
and punk puns brought lots of fan mail. 


December: The following contributions 
are just as true today as they were when 
our correspondent clipped them from the 
Denver Post and the Rocky Mountain News: 


“November 1: ‘Never in any one year 
have the people of Denver taken such a 
tax beating as this year. Nothing dis- 
courages home ownership more _ than 
steadily mounting taxes.’ 


“November 4: ‘The only way a little 
business can keep on growing is by putting 
back into its plant part of its earnings. 
If it does that now, it is subjected to a 
severe tax penalty.’ 


“Rocky Mountain News, November 2: 
‘The effect of the law is to compel de- 
claration of all profits each year into divi- 
dends. By prohibitive penalties the law 
wiped out the idea of plowing back, and 
of reserves. Result—a blight. This tax policy 
is now bringing about industrial and com- 
mercial doldrums.’ ” 


1938 


In February of that year, the Shop- 
talker gave up single-blessedness—and he’s 
still glad. Just before leaving for his too 
brief honeymoon, he sent in copy for the 
February issue, including the following, 
which he still thinks is one of the best 
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things he ever wrote, and more pertinent 
today than it was then: 


“The otherwise obscure Roman Emperor 
Caracalla (211-217 A. D.) is worth con- 
siderable thought by our tax imposers, tax 
gatherers, and taxpayers. During his brief 
reign, Roman citizenship was extended by 
fiat to all freemen. What had formerly 
been the possession of a select group, some- 
thing in which even the saintly Paul took 
price (Acts 22:25), was thrust upon scores 
of thousands. It was not done from altru- 
ism. Only citizens were liable for certain 
taxes, notably an inheritance tax. The 
Emperor, searching for new ways to raise 
revenue, did what is now widely advocated 
for our income tax—broadened the base. 


“Historians have never agreed to what 
extent the crushing burden of taxation 
caused the collapse of the great empire. 
They do agree that if not a cause, it was a 
leading symptom of the impending crash. 
Our WPA and the whole social security 
program has been constantly likened to the 
‘bread and circuses’ of the late empire. 
With the oriental situation as it is, we may 
be faced with a long war against barbarians. 
History has a stubborn way Of repeating 
itself. Engineers will tell you that mere 
broadening of a foundation does not of 
necessity strengthen it. We saw that vividly 
demonstrated in 1927 when a forty-story 
skyscraper on Forty-second Street, with 
walls scarcely eighteen inches thick, but 
anchored to bed rock, replaced an obsolete 
six-story building, whose foundation walls 
were six feet thick. We shall let you read- 
ers draw any further implications [sic] you 
will. Discussion of this point is recom- 
mended by letters to your local editors and 
congressmen, or talks before Chambers of 
Commerce, Rotary Clubs, etc.” 


In December, we ran-this comment, 
which is still too true. 


“Next take deficiencies. These arise from 
honest mistakes, or sometimes very good 
judgment. The law is still unadjudicated 
on many points. Eighty-seven District Courts 
hand down decisions which often conflict. 
The nine Circuit Courts and the Court of 
Claims also conflict. The statute itself is not 
only ambiguous in places; in spots it’s down- 
right unintelligible.” 


1939 


February: “Tact is a large part of tactics. 
Don’t talk about anything but the tax 
examination until it’s all over. If the 
agent does so, be polite, but shift the 
subject back to the business on hand. If 


Talking Shop 


you wanted to smoke, it wouldn’t be polite 
to take out a cigar and not offer one. 
But never a drink! I never saw an internal 
revenue agent who was a teetotaler, and 
few accountants or lawyers, but I abomi- 
nate drinking during business hours.” 


April: We quoted F.D.R. thus: 


“A public debt is paid in the sweat of 
every man who labors. Our workers may 
never see a tax bill; but they pay. They 
pay in deductions from wages, in increased 
cost of what they buy, or in broad un- 
employment throughout the land. There is 
not an unemployed man, not a struggling 
farmer, whose interest in this subject is not 
direct and vital. It comes home to every 
one of us.” 


A lot of people have forgotten this. 

July: We ran an account of our cruise 
in the U. S. S. Savannah. The next time 
we saw that fine ship was in the harbor of 
Oran, just before she was so horribly shot 
up at Salerno. 

December: “Someday someone will come 
along to whip Joe Louis, but the only 
beating he will take this year is from the 


‘income tax.” 


1940 


January: “T still hand the brown derby 
to the Britton Estate. All the sordid de- 
tails of an American buying a titled hus- 
band for his daughter came out (55 F. (2d) 
1039). But my pet case is that of Hecht 
(54 F. (2d) 968). The twenty-four-year- 
old son was paid a salary of $140,000 for 
one year. The Commissioner won on the 
contention that ‘twenty was plenty’.” 


April: “Distressing is the Wilson case 
(403 CCH § 7214). The parents attempted 
to take a dependency credit for an unborn 
child. That is understandable as ignorance 
of the law. But when the Commissioner 
properly disallowed it, they were so ill- 
advised as to appeal it. The costs must 
have exceeded possible recovery.” 


June: We quoted one E. T. Brown of 
Rollins College, Florida: “Born of free- 
dom—died of taxation.” Go back and re- 
read that piece about the Roman emperor. 


August: We printed a right good piece 
about the necessity of lawyers’ and ac- 
countants’ wearing good hats. We never 
dreamed we would be compiling this in 
California, where we finally went native and 
abandoned hats entirely except in midwinter. 

We noted in September that we had 
been on active duty in the Navy since 
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July 16. In November we noted that our 
duties precluded any comment on the effect 
of rulings on munitions. Reminiscing about 
the first ‘Armistice Day,” we also said: 
“We know now that ‘armistice’ was literally 
correct; that it marked merely a lull in 
what seems to be another Thirty Years’ 
War.’ Today we would be more inclined 
to refer to the Hundred Years’ War. 


December: “One of the most pungent 
dicta we have ever met came from Judge 
Clark of the United States District Court 
of New Jersey. In the Steinbach case he said: 
‘Taxes are paid with money, not vital statistics.’ 
(404 CCH € 9682.)” 


1941 


February: “It is disheartening to see two 
dissents to the Textile Mills decision that 
lobbying costs are not deductible for tax 
purposes (40-2 ustc {J 9822).” 


March: The Owensboro Conserve Company 
case struck us as curious. “The Board 
would not decide whether ‘catsup was an 
article contributing to the prosecution of 
the war’. As one to whom navy beans 
are well known, we'd say it was.” And is. 


April: The Shoptalker was transferred 
to Manitowoc, Wisconsin, to assist in build- 
ing submarines. 


July: “New corporations to whom a 
specific fiscal year is important—and that 
means nearly all—should be careful to as- 
certain when their corporate existence 
really starts. Their lawyers should tell 
them without being asked.” (I. T. 3466.) 


September: We attended the American 
Institute of Accountants convention in 
Detroit. Have not been to one since. Our 


misfortune, not our fault. 


October: “There is a considerable por- 
tion of the uninformed general public which 
believes that the prime function of tax- 
perts is to reduce their clients’ taxes. Of 
course, all you readers know that this is 
the most dangerous kind of fallacy—a half 
truth. The function of the tax man is 
to compute the taxes correctly. If the 
client has done so incorrectly, then the 
taxpert’s advice may just as well increase as 
decrease the taxes. We (and scores of law- 
yers and accountants have told of identical 
experiences) have frequently incurred the 
ill will of clients by: 


“(a) refusing to include a deduction that 
was illegal; 


“(b) insisting on including taxable income.” 


1942 


January: “‘The Scripture,’ says Old- 
timer, ‘says that thou shalt not lay up treas- 
ures on earth, and the new tax rates are 
certainly keeping people holy.’ ” 

“We think you should never go out on 
a tax return case without your CCH check 
lists. There are too many items to re- 
member them all. No matter how often 
you have prepared an individual’s return, 
you cannot be sure he will not have some 
new angle.” 


February: We quoted from the Milwau- 
kee Journal: “We have heard of tax reduc- 
tion and now it has come. Taxes are surely 
going to reduce us. We wonder if the 
government really thinks we can pay those 
taxes, or is it just flattering us?” 


June: We reported the launching of the 
U. S. S. Peto (pronounced pay-toe). Be- 
cause of censorship, the sequel could not 
be printed when it occurred; but here it is 
now. In*February, 1943, the good sub- 
marine tied up directly abaft of us, in 
Balboa, Canal Zone. Going aboard for a 
visit, accompanied by our skipper, Harold 
Biesemeier, we had the biggest thrill of the 
season. The skipper, an ex-submariner, was 
astounded not so much at the improvements 
over the old pig-boats he had commanded, 
as at the fact that a private company on 
Lake Michigan could build them at. all. 


On the last day of June, our July copy 
having already been sent to Chicago, we 
left Wisconsin, and on July 4 we reported 
to the U. S. S. Charles Carroll at Sparrows 
Point, Maryland. That good ship was our 
home for twenty-six months, and we leit 
her with moist eyes. But a lot more eyes 
were moist after reading the September, 


1942 Shop. 


The circumstances were these: The pub- 
lisher did not want to close the Shop for 
the duration, and it took time to line up 
Bert Tornborgh, who carried on so well 
after September. So some anonymous 
member of the Chicago staff prepared some 
darn good copy. This was unknown to us, 
so Mrs. Gluick wrote a long letter to the 
editor, explaining just what had happened, 
and expressing a desire to see the Shop 
kept open. It is beyond dispute the best 
contribution the Shop ever had—and that 
is not just the opinion of a proud husband. 
Mrs. Shoptalker has fan mail to prove it. 
The then editor ran the letter, but neglected 
to tell who wrote the tax talk; and to this 
day Mrs. Shoptalker is being erroneously 
credited with it. She does know lots more 
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about taxes than most wives do, but not that 
much. Those of you who read her open 
letter must recall it, and will know why men 
had to wipe their eyes. 

The shoptalker had managed during two 
years of active duty to keep the Shop going 
full blast, but afloat it was impossible. 
Deadlines could not be met; rigid censor- 
ship would have been required; besides, 
there just wasn’t time. Moreover, we can’t 
write Shop for more than one issue unless 
we talk Shop. 


1944 


We got back to La Guardia Field on 
September 6, and the October issue con- 
tained an account, duly censored, of our 
ship’s activities. Our copy reached us just 
as we left Norfolk, Virginia, to fly to 
California. We read it in the plane, part of 
it at 8,000 feet. That’s the highest the 
Shop ever got. 


1945 


We thought that once we werc settled 
in a shore billet, we could resume Shop- 
talking on the same basis as in Galveston 
and Manitowoc. But the Navy had other 


ideas. We did not get cost-inspection or 
accounting duty. Instead, we were ap- 
pointed supply officer of the receiving 


station on Terminal Island, and had no 
contact with taxes and rare contacts with 
those who talked taxes. Not until we had 
returned to civil life were we able to take 
over from Tornborgh. 


1946 


We resumed management of the Shop in 
the February issue. Perhaps some of you 
wonder why we missed the March issue. 
We had a spell of illness, and could not 
get at our services or indulge in any talk. 
The moment we were able to sit up, we 
wrote a piece titled “The Taxpert,” in which 
we philosophized on the value of our pro- 
fession to society. To our amazement, the 
editor rejected it, in toto. But “it’s an 
ill wind, etc.” We submitted it to another 
publication which liked it so much that 
we were invited to contribute a piece every 
two months, and we have done so ever since. 


April: We printed a contribution from 
a Hollywood CPA anent the “one-picture 
corporation,” and thereby scooped every- 
body. The matter made front-page headlines 
several months later. (See our September, 
1946 issue.) 
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July: By that time we had become suff- 
ciently familiar with California law to pre- 
sent a piece about it. We also gave an 
example in tax arithmetic, which George 
Altman honored by including in the next 
edition of his CCH Feperat Tax Course. 


September: “No one yet has answered 
our basic question (June issue) as to when 
a husband gives his wife decent support and 
when he makes a taxable gift.””. That “vet” 
still holds. Let’s hear from you. 


October: We had a quotation about the 
effect of taxation on the Roman Enppire. 
Don’t ever say we didn’t warn you. 


November: We made a scoop on the 
subject of accelerated depreciation. 


1947 


February: “One of the most annoying 
things in the Regulations, which has dis- 
tressed the Shoptalker recently, is the differ- 
ence in period required for changes. Change 
in accounting period from fiscal to calendar 
year requires sivly days’ notice to the Com- 
missioner. (Regulations 111, Section 29.46-1.) 
Change in accounting method—that is, from 
cash to accrual—requires ninety days. (Reg- 
ulations 111, Section 29.41-2.) As the two 
changes often are made simultaneously, un- 
necessary confusion results. The Commis- 
sioner could amend his regulations to make 
them uniform. Either one is satisfactory. 
Both are a headache.” 


April: We were once more obliged to 
print a brief history of how the Shop was born. 


July: “Having trouble with that ‘seventy 
per cent question’? Are you so young you 
have never met the situation before, or 
old enough to have forgotten how you 
handled it? It’s nothing new. The Reve- 
nue Act of 1913, Section 11A, subdivision 2, 
had a clause concerning corporations 
‘formed or availed of’ for reducing taxes on 
individuals. And the maximum surtax in 
that blessed act was only six per cent.” 


August: “There is no hope of great tax 
relief in our generation. Laws will continue 
to be complex and rates burdensome.” But 
maybe the election, which comes a few weeks 
after you read this, will change things a little. 


1948 


There is not much we want to quote 
for the current year. We lack the proper 
perspective to select high spots. We are 
just sufficiently immodest to quote “one 
of our fans” who thought our April piece 
on Form 1065 was, “alone, worth the price 
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of a subscription.” Frankly, that pleased 
us more than it surprised us. 


What did surprise us was the flood of 
correspondence to our “$128 question” and 
the use of attached schedules versus 
separate schedules in the May issue. It 
was relatively as big as the Columbia River 
floods of early June, except, of course, it 
was no disaster. The sad part was lack 
of space to print all the answers. And we 
thank all contributors again, and _ say, 
“Please repeat.” 


We are still waiting for someone to 
answer the query which opened the Febru- 
ary Shop: Who are the Commissioner’s 
analytic chemist and microscopist, and just 
what do they do? 


Conclusion 


The following is taken from the Tatler 
of Richard Steele: 


“The only way of avoiding a trifling and 
frivolous old age is to lay up, in our way 
to it, such such stores of knowledge and 
observation, as may make us useful and 
agreeable in our declining years. The mind of 
man in a long life will become a magazine of 
wisdom or folly, and will consequently 
discharge itself in something impertinent 
or improving. For which reason, as there 
is nothing more ridiculous than an old, 
trifling story teller, so there is nothing 
more venerable than one who has turned 
his experience to the entertainment and ad- 
vantage of mankind.” 


The Shoptalker has had a heck of a good 
time keeping the Shop; and no part of it 
has been more pleasant than the latest. 
He has, with frank immodesty, been amazed 
at the “stores of knowledge and observa- 
tion” he found in culling the first twenty 
years. Can he keep up the pace? Sub- 
scribe now for the _ fortieth-anniversary 
edition and find out for yourself. 


Footnote to Footnotes 


Continuing the editor’s campaign against 
too many, if any, footnotes, the Shoptalker 
recently came upon an example so “horrible” 
it is funny. The author, a lawyer, cited one 
case three times in two printed pages. A 
single superior number would have sufficed. 
As an alternative, he might have used three 
superior numbers, making each of the latter 
two “supra.” We hate that word. If it must 


be used, why not say “above”? But what 
did this author do? He had three separate 
superior numbers, and each footnote gave 
the full citation—name, volume and page. 


Incidentally, the citation was 27 BTA 808. 
How that case has stayed out of the hear- 
ings before Mr. Knutson and the campaign 
speeches now assailing our tired ears, is a 
mystery to us. 


Stenographer's Salary? 


One of the most ingenious and logical de- 
ductions we have ever seen, but one that could 
not possibly be sustained, is found in the 
Ratterman case [CCH Dec. 16,509]. The tax- 
payer, a lawyer, bought a dictating machine, 
He did not take depreciation on it, but 
charged it all off in one year. His argument 
(and it’s.a good one) was that he would 
otherwise have had to hire another stenog- 
rapher. Had he done so, her wages un- 
doubtedly would have been deductible in 
full. So why not the cost of the machine? 
Of course, the Tax Court upheld the Com- 
missioner; but the idea merits commendation. 


How to Live Within Your Income 


A book with the above title, just published 
by Simon & Schuster, is a companion to the 
famous Your Income Tax. Each sells for a 
dollar. And if you follow Sylvia Porter’s in- 
structions carefully, you may not only be able 
to pay your income tax, but have a few 
dollars left over on which to recuperate. 


Boomerangs 


Here is an idea you ought to get over to 
your clients—although, come to think of it, 
if they are clients, they know it already. 
It’s the ones who ought to be clients who 
need it. 


Many people remember for many years 
some scheme for tax reduction which was per- 
fectly legal years ago, but which no longer 
is legal. Too many taxpayers do not know 
that the Treasury has closed most of the 
old loopholes. 


Any time you hear of an idea to reduce 
taxes which does not come from a real ex- 
pert (lawyer or CPA), be on your guard. 
Even then, go into your CCH service and 
study the thing carefully. It may be a 
boomerang. [The End] 


$< $___—_—_—_—_— 
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— WHEN,” calls the hospitable host 
as he tips the bottle; and the guest may 
exercise the option as he (or his wife) sees 
fit. But the Commissioner of Internal Rev- 
enue is not so hospitable, even when dealing 
with his important customers. The taxpayer 
has little opportunity to “say when.” 

The problem of time has long plagued 
mortal calculations. Among the promises in 
the better world glimpsed by the Revelator 
was “that there should be time no longer.” ? 
A great Russian philosopher believes that 
“the MYSTERY OF TIME is the first mys- 
tery to be revealed.”* And many scientists 
have considered that the fourth dimension is 
only a manifestation of time. But how does 
all this immediately concern the down-to- 
earth tax man? Well, he wants to know when 
he may deduct tax accruals. Is there any 
local option? 

If all taxpayers were on a cash basis, there 
would be no problem: the deduction would 
follow the checkbook. But “it was very early 
recognized that for practical purposes in- 
come must be computed with reference to 
the accrual of income and expenses, as 
distinguished from cash receipts and disburse- 
ments.”* Here is a term of inexact con- 
notation: “The fact is, that the word ‘accrue’ 
is a singularly unhappy choice for use in 
income-tax practice. ... The use of the word 
in the recent acts has been sufficiently con- 
fusing in that the two deductions in respect 
of which it has been used in the acts are 
interest and taxes, two items in relation to 
which it has quite different meanings.” * An 
impressive array of O. D.’s, A. R. R.’s, I. T.’s 





' Revelations 10:6. 

*P. D. Ouspenski, Tertium Organum (Alfred 
A. Knopf, 1926), p. 333. 

* Arnold R. Baar, ‘‘The United States Supreme 
Court Considers ‘Accrual’,” The National In- 
come Tax Magazine, February, 1926, p. 57. 

*George O. May, ‘‘Taxable Income and the 
Accounting Bases for Determining It,’’ The 
Journal of Accountancy, October, 1925, p. 264. 
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U. S: v. Anderson et al. 
The Taxpayer Has Little 
Opportunity to ‘Say When”’ 


Tax Classics e e by Robert S. Holzman 








and G. C. M.’s has buttressed court decisions 
and the language of the statutes themselves 
as to accrual dates of tax liabilities. But 
when is the fact of liability established for 
this purpose? 

P. Chauncey Anderson was one of the 
trustees of the Burton-Richards Company, a 
liquidating Cleveland manufacturer and ven- 
dor of explosives for war use. A 12% per 
cent federal munition manufacturer’s tax on 
profits was imposed, the 1916 profits being 
the base of a tax payable on March 1, 1917. 
The Commissioner claimed that the tax was 
deductible in 1916. Not so, said the taxpayer, 
for the exact amount of the tax was not 
ascertained until the following year, when 
payment actually was made. Meanwhile 
an excess profits tax had been born. 


N JANUARY 4, 1926, Mr. Justice Stone 
read the opinion of the Supreme Court: ° 


“It is urged by the government that the 
appellee, not having kept its books or made 
its tax return on the basis of-receipts and 
disbursements, has elected to avail itself of 
the privilege afforded by section 13 (d) of 
making its return on what was referred to 
in the briefs and argument as ‘the accrual 
basis’; that, having so elected, it is required 
consistently to deduct from gross income 
all items appearing on its books as expenses 
accruing or incurred during the taxable year, 
including its reserve for munitions taxes, 
whether payable or not. 

“It is not denied by the appellee that its 
method of keeping its accounts and setting 
up a reserve for munitions taxes reflected its 
true income for 1916. . . . But it contends 
that ‘the munitions tax was deductible only 
in 1917 because... in any case the provisions 
of that act and the regulations made by the 
Commissioner, authorizing the taxpayer to 





5U, 8S. v. Anderson et al. [1 ustc § 155], 269 
U.S. 422. 


Mr. Holzman is an adjunct associate professor at New York University 
Graduate School of Business Administration 
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make his returns on an ‘accrual’ basis if his 
books are so kept, could have no application 
to tax deductions, since a tax does not ac- 
crue until it is due and payable. ... 

“A consideration of the difficulties in- 
volved in the preparation of an income 
account on a strict basis of receipts and dis- 
bursements for a business of any complexity, 
which had been experienced in the applica- 
tion of the Acts of 1909 and 1913 and which 
made it necessary to authorize by depart- 
mental regulations, a method of preparing 
returns not in terms provided for by those 
statutes, indicates with no uncertainty the 
purpose of sections 12 (a) and 13 (d) of the 
Act of 1916. It was to enable taxpayers to 
keep their books and make their returns, 
according to scientific accounting principles, 
by charging against income earned during 
the taxable period the expenses incurred in 
and properly attributable to the process of 
earning income during that period; and, in- 
deed, to require the tax return to be made 
on that basis, if the taxpayer failed or was 
unable to make the return on a strict receipts 
and disbursements basis. 


“The appellee’s true income for the year 
1916 could not have been determined without 
deducting from its gross income for the vear 
the total cost and expenses attributable to 
the production of that income during the 
year. The reserve for munitions taxes set up 
on its books for 1916 must have been de- 
ducted from receivables for munitions sold 
in that vear before the net results of the 
operations for the year could be ascertained. 
The taxpayer, being unable to make its re- 
turn on a strict receipts and disbursements 
basis, and not having attempted to do so, 
could not have complied with section 13 (d) 
and Treasury Decision 2433 by deducting 
either accruals of interest or expenses alone 
without the other, or without deducting other 
reserves made on its books to meet liabili- 
ties such as the munitions tax, incurred in 


the process of creating income. 
a | NLY a word [sic] need be said with 
reference to the contention that the 
tax upon munitions manufactured and sold 
in 1916 did not accrue until 1917. In a tech- 
nical legal sense it may be argued that a tax 
does not accrue until it has been assessed 
and becomes due; but it is also true that in 
advance of the assessment of a tax all the 
events may occur which fix the amount of 
the tax and determine the liability of the 
taxpayer to pay it. In this respect, for pur- 
poses of accounting and of ascertaining true 
income for a given accounting period, the 
munitions tax here in question did not stand 
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on any different footing than [sic] other ac- 
crued expenses appearing on appellee’s books. 
In the economic and bookkeeping sense with 
which the statute and Treasury decision 
were concerned, the taxes had accrued. It 
should be noted that section 13 (d) makes 
no use of the words ‘accrue’ or ‘accrual’ but 
merely provides for a return upon the basis 
upon which the taxpayer’s accounts are 
kept, if it reflects income—which is precisely 
the return insisted upon by the government. 
We do not think that the Treasury decision 
contemplated a return on any other basis 
when it used the terms ‘accrued’ and ‘ac- 
crual’ and provided for the deduction by the 
taxpayer of items ‘accrued on their books.’ . . . 


“We conclude that the reserves for taxes 
which appeared on appellee’s books in 1916 
were deductible under section 13 (d) of the 
Act of 1916 and Treasury Decision 2433 in 
its income tax return on the accrual basis for 
that year.” 


— the accounting profession could 
not have stated the theory of the ac- 
crual system so succinctly!” a certified pub- 
lic accountant exclaimed.® “Here again,” 
wrote another accountant, “it seems appar- 
ent that the tax law uses the word in its 
accounting sense and the problem as to its 
correct interpretation is within the domain 
of the accountant. .. . The tendency has 
been to follow the Supreme Court’s rule in 
the Anderson case . . . whereby the tax ac- 
crues when all the events have occurred 
which fix the amount and determine the lia- 
bility of the taxpayer.”* Yet the brother 
profession® does not invariably agree that 
the accrual concept is crystal-clear. “But 
even a theoretically perfect system of ac- 
counting can be warped to unhappy results 
by courts not trained to use it,” a lawyer 
observed.’ And it was a pair of attorneys 
who wrote: “The average person has not 
been reared in an environment conducive to 
accounting consciousness. Included in this 
group is the lawyer. ... [The] legal profes- 
sion has been, and still is, responsible for 
the introduction, presentation, and _per- 
petuation of confusion and error in cases 


® Chester M. Edelmann, ‘‘Is Income Tax Ac- 
counting ‘Good’ Accounting Practice?’’ TAXES 
—The Tax Magazine, February, 1946, p. 116. 

7 Milton Rindler, ‘‘Accounting Principles and 
the Administration of the Federal Income Tax 
Law.’ The New York Certified Public Account- 
ant, July, 1943. pp. 382-383. 

* Unfortunately the controlling case is Cain v. 
Abel, 4 Genesis 8. 

® Roswell Magill, ‘‘When Is Income Realized?” 
Harvard Law Review, April, 1933, p. 941. 
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involving the interpretation of accounting 
principles.” ” 


“ . .. the Supreme Court held in United 
States v. Anderson .. . that a tax accrues in 
the year when all events have occurred which 
fix the amount of the tax and determine the 
liability of the taxpayer to pay it.” But 
suppose the status of the taxable year’s in- 
come is uncertain? For example, a taxpayer 
might find that it had made an error in the 
determination of income, which obviously 
would affect the state income tax deduction. 
Since the error would not alter the correct 
amount of the tax or the taxpayer’s liability 
for it, the correction “related back to the 
taxable year in which the mistake occurred.” 
Similarly, when the Commissioner increases 
taxable income for a given year and a higher 
state income tax thereby results, the full 
state tax is deductible in the income year 
rather than in the year of the deficiency: 
“We think that the case falls within U. S. v. 
Anderson .... All the facts upon which the 
calculation depended had been fixed before 
the expiration of the [income] year... . 
The computation was uncertain, but its basis 
was unchangeable; it was unknown, not un- 
knowable on December 31 [of the income 
year]. That is the test.” * 


\ BRAND-NEW income tax that is retro- 
active in effect may not be deductible in 
a year prior to its enactment, as the liability 
was not known at that time.“ The principle 
is the same for a retroactive excise tax: 
“|. no attempt should be made to include 
things which cannot be learned until beyond 
a reasonable time after the tax period. That 
is to say, the taxpayer should not be re- 
quired to hold his books open beyond a 
reasonable time after the close of the period. 
... Further... the tax changes here involved 
were not reasonably to be anticipated as a 
part of a continuous policy of change in 
rate.” > But when a federal excess profits 


tax was imposed retroactively as a step in a’ 


continuous and reasonably-to-be-anticipated 
process of change, the deduction was allowed 
in the income year since the “act was passed 
in ample time to allow the taxpayer to re- 
adjust its accounts for that year by including 





“Sydney A. Gutkin and David Beck, ‘‘Tax 
Accounting Versus Business Accounting,’’ The 
Journal of Accountancy, February, 1935, p. 130. 

Van Norman Company v. Welch [44-1 ustc 
§ 9231], 141 F. (2d) 721 (CCA-1, 1944). 
“Oregon Pulp & Paper Company v. Commis- 
stoner [CCH Dec. 12,835], 47 BTA 772 (1942). 

3 Uncasville Manufacturing Company v. Com- 
— {3 ustc { 869], 55 F. (2d) 893 (CCA-2, 
932). 

“T. T. 3370, 1940-1 CB 32. 

'’ Van Norman Company v. Welch, supra. 
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these taxes.” * In that case, the 1918 effec- 
tive rate was set by a law passed in Febru- 
ary, 1919, and the taxpayer had opportunity 
to adjust its accounts before the due date 
of the return on March 15. 


Where the New York franchise tax rate 
was lowered from six per cent to four and 
one-half per cent only three days before the 
federal income tax return was due, deduc- 
tion was allowed for the income year at the 
old rate. “Under the circumstances, it can- 
not be properly said that the Act was passed 
in. ‘ample time’ to enable such a corporation 
to adjust its books so as to reflect the ac- 
crual of the reduced tax on or before March 
15, 1946, the due date of its return.” ” 


Where a corporation contested its liability 
for a state tax, the taxpayer could not claim 
a deduction for the year of imposition (and 
actual payment), because its liability now 
depended upon adjudication. “It has long 
been held that, in order to truly [sic] reflect 
the income of a given year, all the events 
must occur in that year which fix the amount 
and the fact of the taxpayer’s liability for 
items of indebtedness deducted though not 
paid; and this cannot be the case where the 


‘liability is contingent and contested by the 


taxpayer. Here the taxpayer was strenu- 
ously contesting liability in the courts and, 
at the same time, deducting the amount of 
the tax, on the theory that the state’s ex- 
action constituted a fixed and certain liability. 
This it could not do.” * 


Where the taxpayer questioned the con- 
stitutionality of a tax, the result was the 
same, for thé “uniform result has been de- 
nied both to government and to taxpayer 
of the privilege of allocating . . . outgo to 
a year other than the year...in which... 
the obligation to pay has become final and 
definite in amount.” ” 


| UT the “contested tax game” began to 

be a racket. Taxpayers could control 
the year of deduction by “agreeing” to con- 
cede their liability in whatever year the de- 
duction would do them the most good, and 
some of the state and local taxing authori- 
ties were willing to cooperate so long as the 
deficiency assuredly would be paid at some 
time without litigation that might result in 
the particular law’s being held invalid. So 
it was ruled that “under a proper interpre- 





1% Fawcus Machine Company v. U. 8S. [5 ustc 
| 1518], 282 U. S. 375 (1931). 

7 T, T. 3849, 1947-10-12456. 

8 Dixie-Pine Products Company v. Commis- 
sioner [44-1 ustc { 9127], 320 U. S. 516 (1944). 

” Security Flour Mills Company v. Commis- 
s‘oner [44-1 ustc § 9219], 321 U. S. 281 (1944). 
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tation of the Supreme Court decisions .. . 
unpaid amounts asserted against a taxpayer 
as additional tax liabilities, which are the 
subject of a bona fide contest, are not ac- 
cruable items for federal income tax pur- 


Yet some wily taxmen may remember that 
one of the standard definitions of “contest” 
is “a game.” In what year will the deduc- 
tion do the most good? And long after the 





poses while unsettled as to amount and prior 
to the establishment of the fact of liability. 
The term ‘contest’ includes not only a con- 


test in court. 





. but a contest lodged with 


people will still be reading in Omar: 
“Ah, but my Computations, People say, 


Internal Revenue Code has been forgotten, 5 
ed 


Reduced the year to better reckoning .... 




















the tax authorities as well.” ” [The End] 
20 G. C. M. 25298, 1947-16-12608. 21 Rubaiyat (4th ed.), stanza 57. Con 
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Concepts of Inheritance 


Social Meaning of Legal Concepts: No. 1. 
Inheritance and the Power of Testamentary 
Disposition. Edited by Edmond N. Cahn. 
New York University School of Law, 100 
Washington Square East, New York 3, New 
York. 1948. 90 pages. 


“If your subject is law, the roads are plain 
to anthropology, the science of man, to 
political economy, the theory of legislation, 
[to] ethics, and thus by several paths to 
you final view of life.” 


Sharing the late Justice Holmes’ convic- 
tion that legal progress is impossible with- 
out comprehension of social processes in 
general, but believing that for most mem- 
bers of the legal profession the roads to the 
social sciences are not marked plainly 
enough, the New York University School of 
Law, in association with the Division of 
General Education, has inaugurated a series 
of annual conferences to clarify the develop- 
ment of the law in the light of the develop- 
ment of society. At the first of these 
conferences, an anthropologist, an economist, 
a sociologist and a philosopher considered 
the concept of inheritance in relation to their 
respective fields. The result, in the words 
of Chief Justice Vanderbilt of the New 
Jersey Supreme Court, was to transform 
“what to most of us had been merely part 
of the machinery of law into a living institu- 
tion with problems of far-reaching social 
signifiance, all of which must be carefully 
understood if the law is to serve the inter- 


ests of individuals and society alike as best 
it may.” 


The published lectures, introduced by 
Professor Edmond N. Cahn’s outline of the 
common-law, civil-law and Soviet inherit- 
ance systems, include four treatises: “The 
Anthropology of Inheritance,” by E. Adam- 
son Hoebel, associate professor of sociology 
and anthropology at New York University 
and a recognized authority on primitive 
law; “The Economics of Inheritance,” by 
A. Anton Friedrich, professor of economics 
and a faculty member of the American 
Bankers Association’s Graduate School of 
Banking; “The Sociology of Inheritance,” 


Books . . . Articles 


by Paul W. Tappan, professor of sociology 
and lecturer in law at New York University 
and an important contributor to the study 
of criminal law and criminology; and “The 
Ethics of Inheritance,” by Jerome Nathan- 
son, director of the John L. Elliott Institute 
for Adult Education and chairman of the 
Conference on Society and Democrary. 


For those concerned with the tax aspects 
of the law of inheritance, perhaps the most 
pertinent material can be found in Mr. 
Friedrich’s paper. Inherited wealth, ac- 
cording to his analysis, is losing its import- 
ance in our economy. “The state looms 
larger and larger as a co-sharer in our income 
and wealth, whether currently earned or in- 
herited.” But he does not see in this tend- 
ency a menace to national productivity. 
“Our capitalism is becoming less and less 
an economy of individual owners; more and 
more it is a species of private managerial 
economy.” For this reason, while private 
savings “are still an important source of 
capital formation, . . . their contribution to 
new capital formation is a declining ratio. 
The corporations are a major source of new 
capital, and in this instance, the formation 
of capital is a managerial decision, not an 
act of thrift or ambition by an individual 
seeking to found a family fortune.” 


Administrative Procedure 


Administrative Procedure. Commerce Clear- 
ing House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. Third Edition, 1948. 
240 pages. $2. 


The passing of the Administratve Pro- 
cedure Act makes the third edition of this 
handbook an even more useful reference 
than were its predecessors for those who 
deal with agencies of the federal govern- 
ment. The material, derived chiefly from 
the publisher’s loose-leaf reporter, FEDERAL 
ADMINISTRATIVE PROCEDURE, includes a com- 
plete statement of the general principles 
upon which administrative practice and pro- 
cedure are based, the text of the Adminis- 
trative Procedure Act, and comments and 
reports on the act. A selected bibliography 
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of books and articles and a detailed topical 
index are added conveniences. 


Money and Debt 


Money, Debt and Economic Activity. A\l- 
bert Gailord Hart. Prentice-Hall, Inc., 70 
Fifth Avenue, New York, New York. 558 
pages. $6.65. 


Money as a subject for study is of interest 
to the tax man because he is the middleman 
of the country’s revenue system. Events 
since 1914 have been fascinating for the 
students of money. During this period we 
have witnessed astronomical inflations and 
the world’s longest and deepest depression, 
and throughout the entire world money has 
ceased to be tied to gold. 


A fiscal formula of utmost respectability is 
the rule that a government’s budget must be 
annually balanced or, if the government is 
in debt, show a surplus for debt retirement 
—a rule that has been “honored in the 
breach” in recent years. The author criti- 
cizes this standard but looks to it “for sal- 
vage,” since, in spite of all its defects, this 
standard has tremendous advantages. 


The record shows, Dr. Hart says, that this 
system of annually balanced budgets has not 
‘worked out too well as an economic stabil- 
izer. “While inflation is possible with the 
balanced government budget, acute inflation 
is not. Advocates of old-fashioned ‘sound- 
ness’ in public finance generally put a great 
deal of stress on this fact. The modern views 
on taxation sound rather different, but you 
must not overrate the divergence. Accord- 
ing to these ‘modern’ views, the basic justifi- 
cation for taxes is that otherwise the necessary 
government expenditures would lead to in- 
flation. But the production of goods and 
services to sell the government generates 
income just as does the production for sale 
to private parties. If the entire income of 
the country is allowed to impinge upon the 
market for the part of the goods produced 
for sale to private parties, that market is 
bound to feel inflationary pressures. There- 
fore, taxes must siphon off enough of the 
income to bring the spending power into 
line with available supplies. Enough taxa- 
tion by this ‘modern’ standard is enough to 
avert inflation’—but just how much this 
means, leaves room for argument. 


On the whole, the book is a thorough and 
deep study of the three factors which make 
up its title. 

Dr. Hart is professor of economics at 
Columbia University, and also has taught 
money courses at the University of Chicago 


and Iowa State College. He is a former 


consulting expert of the Treasury’s Division 
of Research and former research director for 
the Twentieth Century Fund’s Committee 
on Debt Adjustment. 


Sickness and Accident Benefits 


“New Jersey's ‘Temporary Disability 
Benefits Law’.” Samuel J. Foosaner. New 
Jersey Law Journal, 24 Edison Place, New- 
ark 2, New Jersey. August 26, 1948; Sep- 
tember 2, 1948. 

Every employer of four or more persons 
in the State of New Jersey is confronted 
with a very important election between now 
and January 1, 1949, writes this Newark tax 
attorney. Such employer, whether a cor- 
poration, partnership, sole proprietor, as- 
sociation, trust or estate, domestic or 
foreign, which is subject to the New Jersey 
Unemployment Compensation Law must 
decide whether it is to be bound to provide 
sickness and accident benefits for its em- 
ployees under the so-called “state plan.” 
For unless it has a “private plan,” as pre- 
scribed under the recently enacted law, the 
state plan becomes one of compulsory adop- 
tion, beginning in 1949. 


Generally, where any individual who is 
covered under the law suffers any accident 
or sickness which does not arise out of and 
in the course of his employment, he is en- 
titled to payment of benefits. Such disability 
is also compensable even where it arises out 
of and in the course of employment and is 
not compensable under the workmen’s com- 
pensation law. In either case, the disability 
must result in the employee’s total inability 
to perform the duties of his employment. 
“Covered individual” refers to a person “in 
employment,” entitled to remuneration from 
a covered employer, or to one “who has 
been out of such employment for less than 
two weeks.” 


When the idea of enacting legislation for 
sickness and disability benefit payments was 
first proposed in New Jersey, a great deal of 
opposition was encountered from many 
quarters. This was largely due to the fact 
that employers felt that they could more 
effectively achieve the required employee 
benefits by maintaining private disability 
and sickness benefit plans. Many such em- 
ployers likewise concluded, and justifiably 
so, that more could be obtained for the same 
expenditure through private plans than 
under any fixed plan made mandatory under 
state law. 


In its examination of private plans, the 
Unemployment Compensation Commission 
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will seek to satisfy itself that they provide 
the equivalent of what would be provided 
under the state plan. 


The New Jersey Temporary Disability 
Benefits Law is closely interwoven with the 
state’s Unemployment Compensation Law. 
3ecause of this and the accompanying fact 
that the financing of the benefits created 
under each statute requires both employer 
and employee contributions, the legislature 
found it advisable to consider the two laws 
together. To achieve a proper meshing of 
these related statutes, Chapter 109 of the 
Laws of 1948 establishes new rates of con- 
tributions for employers, based upon their 
individual experience records. These rates 
of contribution now run from a low of .3 per 
cent to a high of 3.6 per cent. The em- 
ployer’s present contribution rate for un- 
employment is 2.7 per cent of the wages 
payable, except where the employer has 
been subject to the Unemployment Com- 
pensation Law for three calendar years during 
which an employee could have received 
benefits if eligible. 

In such cases, after the three-year period 
the emplover’s rate of contribution under the 
Unemployment Compensation Law, for the 
twelve months commencing July 1 of any 
calendar year, shall be based upon its ex- 
perience record up to the beginning of such 
calendar year, 


Cooperatives 


“The Effects of Cooperation on the Profit 
Economy.” George W. Starr. Law and 
Contemporary Problems, Duke University 
School of Law, Duke Station, Durham, 
North Carolina. Summer, 1948. 

“If cooperatives have a place in the eco- 
nomic organization of our society, they 
should maintain their position through eff- 
ciency and not through a tax subsidy.” 
This is the argument of George W. Starr, 
professor of business research and director 
of the Bureau of Business Research at In- 
diana University, in urging the taxation of 
cooperatives on the same basis as the tax- 
ation of ordinary corporations. He rejects, 


as an equalization measure, the exemption 
ot cash dividends or the payment of patron- 
age dividends by ordinary corporations. The 
tormer method would not remove the co- 
operatives’ tax advantage—an exempt farm- 
crs’ cooperative may retain its entire net 
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profit to establish reserves for “necessary 
purposes.” The latter system would “ignore 
the responsibility of present corporate man- 
agements to their equity stockholders, who 
are not identical with the customers of 
the corporation.” 


Mr. Starr’s proposal that cooperatives be 
taxed at rates comparable to corporate tax 
rates, to resolve the tax inequality between 
cooperatives and ordinary corporations, 
takes cognizance of the theory that the ap- 
plication of relatively low taxes to a broad 
base is preferable to the application of high 
taxes to a relatively low base. ‘“Coopera- 
tives as a group are a big business. Exemp- 
tion of cooperatives not only permits some 
hundreds of millions of dollars in current 


_income to go untaxed, but also permits this 


amount to be used to expand investment in 
tax-exempt business. In a stable business 
situation, the reinvestment of these escaped 
taxes in tax-exempt cooperatives could cur- 
tail the taxpaying business economy by an 
equal amount each year.” In the long run, 
he says, taxpaying private businesses are 
footing the bill for the expansion of tax- 
exempt cooperatives. 


Inventory Profits 


“The Reality of Inventory Profits.” 
Charles A. Bliss. Harvard Business Review, 
Gallatin House, Soldiers Field, Boston 63, 
Massachusetts. September, 1948. 


As its author states at the outset, “this is 
a controversial article.” It denies the valid- 
ity of the orthodox view that because the 
figures for current earnings comprehend the 
“paper” profits which automatically follow 
a rise in the unit value of inventory accom- 
panying a rise in the price level, they are 
greatly exaggerated. On the contrary, Mr. 
Bliss asserts, “inventory profits do not arise 
out of the methods of inventory accounting, 
and in fact do not exist at all in many areas 
of the economy where prices and costs are 
not nicely correlated.” In reality, inventory 
valuation affects profits only artificially, 
when management decides to mark up sell- 
ing prices. ‘The inevitable conclusion” is 
that it is not the increase in the dollar value 
of physical inventory, but rather the sale of 
inventory at extra profit, which causes in- 
ventory profits. The discussion of the signifi- 
cance of the theory as it applies to such 
methods as LIFO is particularly interesting. 
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Court... 


Administrative eee 





APPELLATE AND OTHER COURTS 


Estate tax: Valuation of closely held 
stock: Testimony of witnesses: Instructions 
to jury.—The Collector appealed from the 
valuation placed on closely held stock in the 
District Court on three grounds. However, 
the Circuit Court of Appeals held that no 
reversible error was shown with respect to 
any of these grounds. In this connection, 
the Circuit Court ruled (1) that the District 
Court did not abuse its discretion in staying 
the taking of the deposition of a witness 
for the Collector, in view of the distance 
involved and the shortness of time before 
the case was to come up for trial; (2) that 
a witness for the decedent’s representative 
properly qualified as an expert on value and 
a volunteered opinion did not constitute 
grounds for a mistrial; and (3) that instruc- 
tions which were requested by the Collector 
but refused by the District Court either were 
erroneous or were covered by the main 
charge to the jury—CCA-5. Marion H. 
Allen, Collector of Internal Revenue, Appellant 
v. First National Bank of Atlanta, as Execu- 
tor of the Will of Conkey P. Whitehead, De- 
ceased, Appellee, 48-2 ustc J 10,630. 


TAX COURT— 
MEMORANDUM OPINION 


Estate tax: Property of decedent: Bonus 
paid after death—As a matter of practice, 
decedent’s employer paid bonuses to his ex- 
ecutive employees at the end of profitable 
years. The employer was under no obliga- 
tion to make such payments, and whether 
a bonus was to be paid was a question to 
be decided by the president of the corpora- 
tion alone. Decedent died in August of 
1944. In December, the attorney for de- 
cedent’s estate contacted the employer’s 
attorney to suggest that decedent’s estate 
be given a bonus for 1944. The president 
of the corporation drew his personal check 


for $24,000 to the order of decedent’s estate, 
and was reimbursed by the corporation. It 
was held that since the employer was under 
no obligation to pay the bonus to decedent’s 
estate, it was not includible in his estate 
for estate tax purposes.—Estate of Jack 
Messing, Deceased, Ruth Messing, Executrix 
v. Commission, CCH Dec. 16,553(M). 


STATE COURTS 


Local taxes: Tuscaloosa sales and use 
tax.—The additional sales and use tax 
levied in Tuscaloosa County by Act 242, 
Laws 1947, is valid, although a provision of 
Act 242 authorizing the county to issue and 
sell interest-bearing warrants was declared 
to be in violation of Section 104, subsection 
17, of the Constitution of Alabama. The 
court held the tax-levying provision of the 
act to be complete within itself and there- 
fore entirely severable from the infected 
provision. It also held that the legislature 
has the authority to levy local taxes as well 
as to authorize such levies, and that objec- 
tions to the act, as severed, on the conten- 
tion that it violates Section 45 of the Alabama 
Constitution with respect to title, subject 
and incorporation of other laws by reference. 
and constitutes an extraterritorial levy and 
double taxation, are unsound.—Ala. Newton 
v. City of Tuscaloosa, CCH ALABAMA TAX 
Reports {f 69-002. 


Property tax: Alcoholic beverage licenses. 
—Alcoholic beverage licenses issued by the 
state are not personal property subject to 
ad valorem taxation by local governments. 
—Calif. Roehm v. County of Orange et al., 
CCH Cautrornia TAx. Reports { 200-007. 


Refund of taxes.—A refund of taxes can- 
not be compelled unless the taxes were er- 
roneously or illegally exacted or paid. The 
tax in question was paid on a reduced valua- 
tion arbitrarily made by the local board ot 
review. This reduction was objected to by 
the state board, which was upheld by the 
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court, and the valuations were then fixed in 
the amounts that should have been arrived 
at in the first instance. The elimination of 
the reduction in valuation led to the correc- 
tion of the tax books to show the additional 
tax paid under protest. The tax was not 
on an excessive valuation but on a corrected 
valuation, and no illegality was found to 
compel a refund of the additional tax placed 
on the books as a result of the correction of 
valuations —Ia. Jewett Realty Company v. 
Board of Supervisors, CCH Iowa Tax RE- 
ports {| 2429. 


Income tax: Validity of family partner- 
ships—A wife who becomes a partner in 
her husband’s toy business, which had been 
operating at a loss, and who performs vital 
services in testing and selecting toys and 
games resulting in a great increase in the 
average monthly business, is a valid partner. 
Her partnership income is not taxable to 
her husband.—Minn. Carlson v. Commissioner 
of Taxation, CCH Minnesota Tax REPORTS 
§ 18-049. 


Income tax: Trust income.—Trust income 
from an irrevocable trust is taxable to the 
grantor under Section 290.01, subdivision 20, 
when he has discretionary power to deter- 
mine, from among several persons, who 
shall receive it—Minn. Stevens et al. v. Com- 
missioner of Taxation, CCH Minnesota Tax 
Reports J 18-047. 


Income tax: Apportionment of income 


from interstate retail business.—The single-' 


factor formula of sales within Minnesota 
as compared with total sales properly re- 
flects taxable net income, including that 
from home-office activities, assignable to 
Minnesota for a domestic corporation which 
operates retail stores in Minnesota and nine 
other states, but which does not engage in 
manufacturing. The statutes specifically 
provide for the sales factor alone to apply 
to all but manufacturing business.—Minn. 
Stronge and-Lightner Company v. Commis- 
sioner of Taxation, CCH Minnesota Tax 
Reports { 18-048. 


Income tax: Minnesota sales of Wiscon- 
sin farm products.—A resident of Minnesota 
who owns a farm in Wisconsin may include 
as Minnesota sales in the formula, in deter- 
mining allowable loss, the proceeds from the 
sale of cattle of his employees in St. Paul, 
and from the sale of hogs direct to packing 
firms in South St. Paul. In this case all the 
negotiations for sale were carried on after 
the arrival of the farm superintendent with 
the hogs in Minnesota, and all the factors 
which are incidents of a sale were localized 


Interpretations 


in Minnesota—Minn. Ward v. Commissioner 
of Taxation, CCH Minnesora. Tax REPortS 
{ 18-046. 


Sales and use taxes: Convenient or facili- 
tative equipment used in mining.—The ex- 
ception in the definition of “retail sale” and 
“sales at retail” in Section 5546-1, General 
Code (a part of the Sales Tax Act), and 
in the definition of “use” in Section 5546-25, 
General Code (a part of the Use Tax Act), 
of such sales or use of tangible personal 
property to be used or consumed “directly 
in the production of tangible personal prop- 
erty for sale by . . . mining,” includes the 
sale or use of only those items which are 
indispensable in mining. It does not include 
items which are merely convenient or 
facilitative. 


The fact that certain items of tangible 
personal property are required by law in 
mines or mining operations does not in and 
of itself exempt or except from taxation the 
sale or use of such items for such purpose.— 
Ohio. Fyr-Fyter Company v. Glander; Hanna 
Coal Company v. Glander, CCH Onto Tax 
Reports { 69-040, 


- Sales tax: Records of exempt sales: Parol 
evidence—A vendor who has not kept 
records of tax-exempt sales of personal prop- 
erty may, in a sales tax assessment proceed- 
ing, introduce parol evidence as to the 
amount of such sales. Where the amount 
of gross sales is known, the burden is upon 
the vendor ta show what part, if any, of 
such sales are tax exempt——Ohio. Jones 
d. b. a., Tennessee Barbecue v. Glander, CCH 
Onto TAx Reports J 69-041. 


Intangibles: Foreign corporations: Situs 
of accounts receivable.—Accounts receivable 
of a foreign corporation arising from sales 
of property from a stock of goods main- 
tained in Ohio have a business situs in Ohio 
and are subject to taxation.—Ohio. National 
Distillers Products Corporation v. Glander: 
National Distillers Corporation v. Evatt; 
Wheeling Steel Corporation v. Glander ; United 
States Gypsum Company v. Evatt, CCH Outro 
Tax Reports J 25-054. 


Property tax: Exemption of children’s 
home: Constitutionality.—Section 5353-1, 
General Code, insofar as it attempts to ex- 
empt from taxation real property the net 
income of which is used solely for the support 
of homes for poor children, is unconstitu- 
tional, being in conflict with Section 2, 
Article XII, of the Ohio Constitution. 


A special act of the General Assembly, 
incorporating and chartering a home for 
poor children in 1845 and providing that all 
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property of the home shall be exempt from 
taxation, created a contract between the 
state and the home, not subject to impair- 
ment or modification by any subsequent 
constitutional or statutory provisions au- 
thorizing or imposing a tax on such property. 

The Board of Tax Appeals has jurisdic- 
tion to hear and determine an application 
for tax exemption based on such _ tax- 
immunity charter provisions —Ohio. New 
Orphans’ Asylum of Colored Children of Cin- 
cinnati v. Board of Tax Appeals et al., CCH 
Onto Tax Reports § 25-055. 


Franchise and income taxes: Apportion- 
ment formulae—Although a sales ratio, 
which is not included in the franchise tax 
formula, is more nearly related to a fair 
determination of the net income allocated 
to Tennessee than it would be to a fair 
determination of net worth so allocated, the 
omission of a sales ratio from such formula 
does not result in an arbitrary and dispro- 
portionate allocation to Tennessee of net 
worth employed outside its borders. 


Foreign corporations which have manu- 
facturing plants located within the state but 
sales offices located in another state, and 
which are required to pay only nominal 
taxes in other states, are not entitled to be 
taxed under the “hardship formula” as a 
matter of right. Evidence as to whether 
other states levy additional taxes on such 
foreign: corporations and as to the amount 
of such taxes is competent. 


The excise tax formula which requires 
the net earnings of a foreign manufacturing 
corporation to be apportioned to Tennessee 
according to the average of (1) the ratio of 
the value of its real estate and tangible per- 
sonal property in the state to the value of 
its entire real estate and personal property, 
(2) the ratio of the total cost of manufactur- 
ing, collecting, assembling or processing 
within the state to the total cost of such 
activities within and without the state, and 
(3) the ratio of the gross sales to customers 
within the state to the total gross sales from 
all sources, is entirely just and reasonable. 








a 


—Tenn. American Bemberg Corporation v, 
Carson; North American Rayon Corporation 
v. Carson, CCH TeNNESSEE TAx REPorts 
{| 4-029. 


Sales and use taxes: Taxability of in. 
dustrial material_—All articles of industria] 
material which are used in the construction, 
repair and maintenance of industrial plants 
and equipment should be regarded as indi- 
rectly used, stored or consumed in the man- 
ufacturing of goods and subject to sales and 
use taxes. Thus, a manufacturing plant and 
machinery, tools, equipment, repair and re- 
placement parts, lubricating oils, ete., used 
in maintaining such plant, equipment and 
machinery, are subject to the tax. 

Fire brick and clay used to maintain 
enameling solutions at uniform temperatures 
are part of plant equipment, replacement 
parts, etc., and are taxable. Coal and fuel 
oil used for the same purposes and con- 
sumed in the manufacturing process, and 
coal, fuel oil and other fuels used to generate 
power in the manufacturing process, are not 
subject to the tax.—Tenn. Phillips & Buttorf 
Manufacturing Company v. Carson, CCH 
TENNESSEE TAx Reports { 64-010. 


Franchise and excise (income) taxes.—A 
foreign corporation which ships its products 
to warehouses located in Tennessee, where 
deliveries are made to customers in Ten- 
nessee and other states, is making sales 
“through or by offices, agencies or branches 
located in Tennessee” within the meaning 
of the apportionment formula used in com- 
puting the Tennessee excise and franchise tax. 


The six-year statute of limitations does 
not commence to run on franchise and ex- 
cise privilege taxes until January 1 of the 
year in which such taxes accrue. Where 
taxes were due on July 1, 1941, the statute 
of limitations commenced to run against such 
taxes on January 1, 1941, and a back assess- 
ment of such taxes made on November ]8, 
1946, was not barred by the statute.—Tenn. 
R. J. Reynolds Tobacco Company v. Carson, 
CCH TENNESSEF TAx Reports ¥ 14-507. 





UNPAID LOSSES—Continued from page 951 





years. Undoubtedly, a uniform rule will 
emerge as a result of this decision. But 
whether the Convention Form will be deemed 
conclusive or merely a guide in the determi- 
nation of net taxable income is problem- 
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atical. In the final analysis, legislation may 
be the only satisfactory solution as long as 
the companies are forced to continue to 
litigate and the Treasury refuses to be bound 
by decisions adverse to it. [The End] 
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State Tax Calendar 


ALABAMA 


November 1 
Automobile dealers’ report due. 


November 10—— 


Alcoholic beverage report and 
public service licensees due. 
Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


November 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Motor vehicle registration due (last day). 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


November 20—— 
Automobile dealers’ report due. 


Coal and iron ore mining tax report and 
payment due. 





tax of 


Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due, 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 





First Monday 


Property tax first semiannual installment 
due (last day). 


November 5—— 
Alcoholic beverages licensees’ report due. 


November 10—— 


Wholesalers of malt, vinous and spirituous 


liquors, report and payment due. 


State Tax Calendar 
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November 15 


Gross income report and payment due. 


November 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
November 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 





ARKANSAS 


November 10—— 


Alcoholic beverages report due. 

Motor fuel carriers’ report due. 

_Statement of purchases of natural re- 
sources due. 


November 15—— 
Income tax second installment due. 


November 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


November 25—— 


Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 


November 1 


. Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


November 15—— 


Beer and wine report and tax due. 

Common carriers’ report of alcoholic 
beverages imported due. 

Distilled spirits report and tax due. 

Insurance gross premiums tax due (last 
day). 

Use fuel tax report and tax due. 


November 20—— 


Motor carriers’ gross receipts report and 
tax due. 








985 








COLORADO 
November 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
November 10—— 
Motor carriers’ report due. 


November 14—— 


Sales tax report and payment due. 
Use tax report and payment due. 


November 15—— 


Coal mine owners’ report and payment 
due. 

Coal tonnage tax reporf and payment due. 

Denver sales tax report and payment due. 


November 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 


November 1 





Gasoline tax due. 
Property tax return due. 
November 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
Railroad and street railway tax semi- 
annual installment due. 
November 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 


November. 15—— 
Filling. stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
November 30—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 


November 10—— 


Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


November 15—— 
Beer tax due. 


986 


November 25—— 











Elk 
Gasoline tax report and payment due. ¢ 
Ga 
FLORIDA Nove 
November 1 Ga 
Auto transportation companies’ report Us 
and tax due. 
November 10—— i 
Agents’ and wholesalers’ cigarette tax M 
report due. - 
Manufacturers’ and dealers’ alcoholic 
beverages report and tax due. Nove 
November 15—— Al 
Dealers’, importers’ and carriers’ gasoline ee 
report due. y 
Gasoline use tax and report and gasoline “a 
nondistributors’ and carriers’ report = 
due. Nov 
Motor vehicle fuel use tax report and Gs 
payment due. 
Transporters’ and _ carriers’ alcoholic Nov 
beverage report due. G: 
November 25—— 
Gasoline sales tax and storage tax report 
and payment due. Nov 
Oil and gas production tax report and Al 
payment due. P: 
Nov 
GEORGIA Ci 
November 1 
Corporation registration statement and N 
ov 
fee due. N 
November 10—— Ci 
Cigar and cigarette wholesale dealers’ re- F 
port due. U 
Distilled spirits wholesale dealers’ report N 
due. me 
Motor carriers’ report due. , B 
November 15—— B 
Malt beverage tax report due. . 
November 20—— 
Gasoline tax report and payment due. Nor 
D 
IDAHO 
First Monday. ; =F 
Transient personal property tax report to 
home county due. 
November 15—— No 
Beer dealers’, brewers’ and wholesalers’ C 
report due. 
Cigarette wholesalers’ drop shipment re- C 
port due. 
October, 1948 @ TAXES —The Tax Magazine | Sta 








ue. 


eport 


> tax 


yholic 


sOline 


soline 
eport 


t and 


oholic 


report 


t and 


t and 


rs’ re- 


report 


due. 


port to 


esalers’ 


ent re- 





Electric power companies’ report and tax 
due. 
Gasoline tax report and payment due. 


November 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
November 10—— 


Motor carriers’ 
payntent due. 
November 15—— 


Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ tax report and payment 
due. 

Sales tax report and payment due. 


November 20—— 
Gasoline tax report and payment due. 


November 30—— 
Gasoline transporters’ report due. 


mileage tax report and 


INDIANA 





November 1 


Alcoholic vinous beverage tax due. 
Property tax semiannual installment due. 


November 10—— 


Cigarette distributors’ interstate business 
report due. 


November 15—— 


Alcoholic vinous beverage tax due. 

Cigarette distributors’ drop shipment re- 
port due. 

Use fuel tax report and payment due. 


November 20—— 


Bank and trust companies’ intangibles 
tax report due. 

Bank and trust companies’ share tax re- 
port and payment due. 

Building and loan associations’ intangible 
tax report and payment due. 


November 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and pay- 
ment due. 


IOWA 
November 10—— 


Carriers’ gasoline tax report and pay- 
ment due. 

Class “A” permittees’ beer tax report 
and payment due. 
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November 20—— 
Gasoline tax report and payment due. 


KANSAS 


November 10—— 
Malt beverage report due. 


November 15—— 


Carriers’ gasoline and fuel use tax reports 
due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 


November 20-—— 
Sales tax report and payment due. 
Use fuel report and payment due. 


November 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
November 10—— 
.Amusement and entertainment report 


and tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 


Refiners’ and importers’ gasoline tax re- 
port due. 


November 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Incume tax third installment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
November 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 
November 30-—— 


Dealers’ and transporters’ gasoline tax 
report and payment due. 


Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 


November 1—— 


Public utility license and pipe line trans- 
portation tax due. 


Soft drinks tax report due. 
Tobacco tax report due. 











November 10—— 


Importers’ beer report due. 

Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report 


November 15—— 


Carriers’ beer report due. 

Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Income tax third installment due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


November 20—— 


Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax and report due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 


due. 





MAINE 
November 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


November 15—— 

Use fuel tax report and payment due. 
November 30—— 

Gasoline tax report and payment due. 


MARYLAND 

November 10—— 

Admissions tax payment due. 

Beer tax report and payment due. 
November 15—— 

Sales and use tax report and payment 

due, 

November 30—— 

Gasoline tax report and payment due. 


Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 
November 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 


November 20—— 
Cigarette tax report and payment due. 


November 30—— 
Motor fuel tax report and payment due. 





MICHIGAN 
November 5—— 
Carriers’ gasoline statement due. 


November 10—— ? 


Common and contract 
and fee due. . 


November 15—— 


Sales tax report and payment due. 
Use tax report and payment due. 


November 20—— 


Cigarette report and tax due. 

Diesel fuel users’ report and payment due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


carriers’ report 





MINNESOTA 
November 10—— 


Iron severance carriers’ tax report due. 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


November 15—— 


Interstate 
due. 


motor carriers’ mileage tax 
November 20—— 
Cigarette tax and report due. 


November 23—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Special use fuel tax report and payment 
due. 

Tractor fuel sellers’ report due. 


MISSISSIPPI 
November 5—— 
Factories’ report due. 
November 10—— 
Admissions tax report and payment due. 


November 15—— 


Carriers’ gasoline tax report and payment 
due. 

Manufacturers, distributors and 
salers of tobacco, report due. 


whole- 
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Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and pay- 
ment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


November 20—— 


Gasoline distributors’, refiners’ and pro- 
cessors’ report and payment due. 


November 25—— 


Oil severance tax and report due. 


November 30—— 


Carriers of passengers and property, fuel 
use tax report and payment due. 

Common and contract carriers of passen- 
gers, gross revenue tax quarterly install- 
ment due. 

Fuel (other than gasoline) use tax report 
and payment due. 


MISSOURI 
November 1—— 
Utilities’ due. 


ad valorem tax 


November 5—— 


Nonintoxicating beer permittees’ report 
due. 


. November 10—— 


Oil inspection tax report and payment 
due. 

Receivers of petroleum products, report 
due. 


November 15—— 
Alcoholic beverage sales report due. 
First-class city property tax return due. 
November 25—— 


Use fuel tax report and payment due. 


November 30—— 


Gasoline distributors’ 
ment due. 

Soft drinks manufacturers’ 
payment due. 


report and pay- 


report and 


MONTANA 
November 1 


Moving picture theatre licenses issued 
and tax’ due. 


November 15—— 


Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 





State Tax Calendar 





November 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 

November 29—— 
Telephone companies’ tax and report due. 


Noyember 30—— 


Bank share tax due. 

Freight line companies’ tax due. 
Metalliferous license tax due (last day). 
Property tax semiannual installment due. 


NEBRASKA 
November 1 
Bank share tax due. 
Express companies’ tax due. 
November 10—— 
Cigarette distributors’ report due. 


November 15—— 


Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 





and 


NEVADA 
November 10—— 
Liquor report by out-of-state vendors 
due. 


November 15—— 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


November 25—— 


Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
November 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

November 15—— 


Use fuel tax report and payment due. 


November 30—— 
Motor fuel report and tax due. 


NEW JERSEY 
November 1 
Property tax quarterly installment due. 


November 10—— 


Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 
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November 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and 
payment due. 


November 25—— 
Busses (municipal) gross receipts report 
and tax due. 
November 30—— 


Carriers’ gasoline tax report due. 
Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
November 15—— 


Occupational gross 
and payment due. 

Oil and gas conservation report due. 

Severance tax and report due. 


November 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
November 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 
November 30 


Bank share tax first installment due (last 
day). 


income tax report 


NEW YORK 
November 15—— 
Franchise (income) tax second install- 
ment due. 
Transportation and transmission com- 
panies’ additional tax and report due. 


November 20—— 
Alcoholic beverage tax and report due. 
November 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 


November 30—— 


Gasoline tax report 

Insurance companies’ 
and tax due. 

Water, gas, electric, etc. companies’ re- 
port and tax due. 


NORTH CAROLINA 
November 10 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
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and payment due. 
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November 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
November 20—— 


Distributors’ gasoline tax report and pay- 
ment due, 
Use fuel tax report and payment due. 


NORTH DAKOTA 
November 10—— 
Cigarette distributors’ report due. 


November 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


November 25—— 


Use fuel tax report and payment due. 


OHIO 
November 10—— 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 
November 15—— 
- Cigarette use tax and report due. 


November 20—— 
Dealers’ gasoline tax report due. 


November 30-—— 


Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
November 5—— 


Operators’ report of mines other than 
coal mines due. 


November 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


November 15—— 


Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
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November 20—— 


Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


November 30-—— 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 
November 10—— 


Oil production tax report and payment 
due. 
November 15—— 
Property tax quarterly installment due. 


November 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


November 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
November 10—— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 


November 15—— 


Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


November 30—— 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 


November 10—— 


Manufacturers’ alcoholic beverage report 
due. 


November 15—— 
Gasoline tax report and payment due. 
November 20-—— 


Sales and use tax return and payment 
due. 
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SOUTH CAROLINA 
November 1 


Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


November 10—— 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 


Power tax return and payment due (last 
day). 


November 20—— 


Dealers’ fuel oil report due. | 

Gasoline tax report and payment due. 

Users of fuel oil, tax return and payment 
due. 





SOUTH DAKOTA 

November 1 

Motor carriers of passengers, tax due. 
November 10—— 


Interstate motor carriers’ report and tax 
due. 


November 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


November 20—— 
Passenger mileage tax due. 





TENNESSEE 

November 10—— 

Alcoholic beverage report due (last day). 

Barrel tax on beer due. 

Carriers’ gasoline tax report due. 
November 15—— 

Carriers of use fuel, report due. 

Users of fuel, report due. 
November 20—— 

Distributors’ gasoline tax report and pay- 

ment due. 


Liquid carbonic acid gas tax due. 


Oil production tax report and payment 
due. 


Sales and use tax report and payment 
due. 


TEXAS 
November 15—— 


Oleomargarine dealers’ report and tax 
due. 
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November 20—— 


Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel, 
tax report and payment due. 


November 25—— 


Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres, tax report 
and payment due. 


November 30—— 
Oil production tax report and payment 
due, 
Property tax first installment due. 


UTAH 
November 10—— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


November 15—— 


Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


November 25—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


November 30—— 


Property tax becomes delinquent at noon. 


VERMONT 
November 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 
November 15—— 
Electric light and power companies’ re- 
port and tax due. 
November 30—— 


Gasoline tax report and payment due. 


VIRGINIA 
November 10—— 
Seer dealers’, bottlers’ 
turers’ report due. 
Warehousemen’s tobacco tax due. 
November 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 
November 30—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


and manufac- 
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WASHINGTON 
November 10—— 


Brewers and manufacturers of 

products, report due. 
November 15—— 

Butter substitutes report and payment 
due. 

Gross income tax return and payment 
due. 

Public utilities’ gross operating tax re- 
port and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


November 20—— 
Use fuel tax report 
November 25—— 


Carriers’ gasoline tax report due. : 
Gasoline tax report and payment ue. 


November 30—— 
Property tax semiannual installment due. 


malt 


and payment due. 


WEST VIRGINIA 


November 1 
Bank share tax due. 


November 10—— 
Alcoholic beverage tax report and pay- 
ment due. - 


November 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 


November 30—— 
Gasoline tax report and payment due. 
Property tax semiannual installment due. 


WISCONSIN 
November 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
November 20—— 


Gasoline tax report and payment due. 


WYOMING 
November 10—— 
Bank share tax installment due. 
Carriers’ gasoline tax report due. 
Property tax semiannual installment due. 
November 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
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day for employers who withheld 
more than $100 in income tax from wages 
during the previous month to pay amounts 
withheld to authorized depositary. 


stamp account by brokers, 
dealers in securities, ete., due for pre- 
ceding month. Form 828. 


ue date, by general extension, of returns 
for year ending May 31 in the case of 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their rec- 
ords and books of accounts abroad; (4) 
domestic corporations whose principal 
income is from sources within the posses- 
sions of the United States; and (5) 
\merican citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Federal Tax Calendar 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
June 30 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of such 
estates or trusts. 

Monthly information return of stockholders 
and of officers and directors of foreign 
personal holding companies due for pre- 
ceding month. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


November 30 
Returns for excise taxes due for preceding 


month. Forms 726, 727, 728, 728(a), 
729, 932. 
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